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SUMVARY: This docunment contains final regulations regarding a
partnership’ s obligation to pay w thhol ding tax under section
1446 on effectively connected taxable incone allocabl e under
section 704 to a foreign partner. The regulations interpret
the rules added to the Internal Revenue Code by section
1246(a) of the Tax Reform Act of 1986 (1986 Act), as anended
by section 1012(s)(1)(A) of the Technical and M scel | aneous
Revenue Act of 1988 (1988 Act), and section 7811(i)(6) of the
Omi bus Budget Reconciliation Act of 1989 (1989 Act). The
regul ations will affect partnerships engaged in a trade or
business in the United States that have one or nore foreign
partners. The final regulations also include conform ng
amendnments to sections 871, 1443, 1461, 1462, 1463, 6109, and

6721. This docunment also contains tenporary regulations under
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section 1446 that may apply to reduce or elimnate a
partnership’s obligation to pay withholding tax in certain
ci rcunst ances.

DATES: Effective Date: My 18, 2005.

Applicability Dates. The final and tenporary regul ati ons

included in this docunent are applicable to partnership
t axabl e years beginning after May 18, 2005. However, a
partnership may elect to apply the provisions of the final
regul ations to partnership taxable years beginning after
Decenber 31, 2004. Further, a partnership nay elect to apply
the tenporary regul ations to partnership taxable years
begi nni ng after Decenber 31, 2004, provided the partnership
al so elects to apply the final regulations to partnership
t axabl e years begi nning after Decenmber 31, 2004.
FOR FURTHER | NFORMATI ON CONTACT: Ronald M Gootzeit at (202)
622- 3860 (not a toll-free nunber).
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The col lections of information contained in the final
regul ati ons have been revi ewed and approved by the O fice of
Managenment and Budget in accordance with the Paperwork
Reduction Act of 1995 (44 U.S.C. 3507(d)) under control

nunmbers 1545-1852 and 1545-1934. Responses to these
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coll ections of information are required to determ ne the
extent to which a partnership is required to pay a w thhol di ng
tax with respect to a foreign partner, to provide information
concerning the tax paid on such partner’s behalf, and to
determ ne the foreign person required to report the
effectively connected taxable i ncome earned by such
partnership and entitled to claimcredit for the w thhol di ng
tax paid by the partnership. The estimted annual burden per
respondent/recordkeeper for the collections in the final

regul ation varies from 15 mnutes to 1 hour, dependi ng on

i ndi vi dual circunstances, with an estinmated average of 30

m nut es.

The collections of information contained in the tenporary
regul ati on have been revi ewed, and pendi ng public comment,
approved by the O fice of Managenment and Budget in accordance
with the Paperwork Reduction Act of 1995 (44 U S.C. 3507(d))
under control number 1545-1934. To coment on the collection
of information in the tenporary regul ation, please refer to
t he cross-referenced NPRM ( REG 108524-00) published el sewhere
in this issue of the Federal Register.

An agency may not conduct or sponsor, and a person is not

required to respond to, a collection of information unless the
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coll ection of information displays a valid control nunber
assigned by the O fice of Managenent and Budget.

Books or records relating to a collection of information
must be retained as long as their contents may becone materi al
in the adm nistration of any internal revenue |aw. Generally,
tax returns and tax return information are confidential, as
required by 26 U. S.C. 6103.

Backgr ound

On Septenber 3, 2003, the I RS and Treasury Depart nment
published in the Federal Register a notice of proposed
rul emaki ng [ REG 108524-00; 2003-42 |.R B. 869; 68 FR 52466],
corrected at 68 FR 62553 (Novenber 5, 2003)) under sections
871, 1443, 1446, 1461, 1462, 1463, 6109, and 6721 of the
| nternal Revenue Code (Code). The regulations interpret rules
added to the Code by the 1986 Act, as anmended by the 1988 Act
and the 1989 Act. The regulations provide guidance for
partnerships required to pay w thhol ding tax under section
1446 of the Code (1446 tax). Witten coments were received
in response to the notice of proposed rul emaki ng, and a public
heari ng was held on Decenber 4, 2003. After consideration of
all the coments, the proposed regul ati ons under sections 871,

1443, 1446, 1461, 1462, 1463, 6109, and 6721 are adopted, as
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revised by this Treasury Decision. The coments received and
the revisions are di scussed bel ow

In addition, this docunent contains tenporary regul ati ons
that set forth rules to reduce or elimnate a partnership’s
1446 tax obligation with respect to a foreign partner in
certain circunstances. Specifically, the tenporary
regul ati ons address when a partnership is permtted to
consi der partner-|level deductions and | osses when conputing
its 1446 tax (or any installnment of such tax) with respect to
a foreign partner’s allocable share of partnership effectively
connected taxable income (ECTI). The tenporary regul ations
are also being issued as proposed regul ations in another
section of this bulletin. The tenporary regulations apply to
partnership taxabl e years beginning after May 18, 2005.
However, a partnership may elect to apply the tenporary
regul ati ons to partnership taxable years beginning after
Decenber 31, 2004, provided the partnership also elects to
apply the final regulations to partnership taxable years
begi nni ng after Decenber 31, 2004.
Expl anati on of Provisions

A. Determ ning the Status and Classification of Partners--
81.1446-1
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Under 81.1446-1 of the proposed regul ations, a
partnership generally determ nes the status of its partners
based upon Form W8BEN, “Certificate of Foreign Status of
Beneficial Owner,” Form W8IM, “Certificate of Foreign
| ntermedi ary, Flow Through Entity, or Certain U S. Branches
for United States Tax Wthholding,” or Form W9, “Request for
Taxpayer ldentification Nunber and Certification,” submtted
by its partners. A partnership may also rely on other neans
to determ ne the non-foreign status of its partners, provided
that the partnership’s determnation is correct. As described
bel ow, several commentators suggest that the final regul ati ons
permt the subm ssion of additional forns to nore closely
align the section 1446 docunentation requirenents with the
requi renments under the section 1441 wi t hhol di ng regi nme.

1. Recognition of Form W 8ECI

Under section 6.01 of Rev. Proc. 89-31 (1989-1 C.B. 895),
as nodified by Rev. Proc. 92-66 (1992-2 C. B. 428), a
partnership is required to include incone subject to a
partner’s election under section 871(d) or section 882(d)
(relating to the treatnment of real property inconme as
effectively connected incone) in its conputation of
partnership ECTI when determning its 1446 tax obligation.

Rev. Proc. 89-31 also provides that if a partner submts Form
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4224 (predecessor formto Form W8ECI, “Certificate of Foreign
Person’s Claimfor Exenption From W thhol ding on I ncone
Effectively Connected Wth the Conduct of a Trade or Business
in the United States”), the partner’s all ocable share of
income and gain is deemed to be effectively connected i ncone
for purposes of section 1446 (deened ECI rule). Under the
section 1441 w thhol ding regime, a payee may provide Form W
8ECI to a withhol ding agent and thereby be exenpt from
wi t hhol di ng under section 1441 because the incone paid is
effectively connected income to the payee. Accordingly, under
Rev. Proc. 89-31, a foreign partner that has made an el ection
under section 871(d) or section 882(d) can submt Form W 8ECI
to a partnership to satisfy its docunentation requirenents
under section 1441 and section 1446.

Consistent with Rev. Proc. 89-31, the proposed
regul ations require a partnership to include income subject to
a partner’s election under section 871(d) or section 882(d) in
its conputation of partnership ECTI for purposes of section
1446. However, the proposed regulations do not explicitly
recogni ze Form W8ECI as a form establishing the status of a
partner. One commentator notes that the deenmed EClI rule in
Rev. Proc. 89-31 is useful and provides a clear nechanismfor

a partnership to discharge its 1446 tax obligation.
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Accordi ngly, the commentator suggests that the final
regul ati ons recogni ze Form W8ECI and the deened ECI rule for
pur poses of section 1446.

Treasury and the IRS agree with the comentator’s
suggestion. Accordingly, the final regulations allow a
partner to submt Form WB8ECI to satisfy the docunentation
requi rements of section 1446. Thus, if a partner provides Form
WB8ECI to a partnership to claimexenption from w thhol di ng
under sections 1441 and 1442, then the formw || be accepted
for purposes of section 1446, and will operate, consistent
with the informati on on such form to cause the partnership to
consider the partner’s all ocable share of incone as
effectively connected and subject to w thhol di ng under section
1446.

2. Recognition of Form W 8EXP

The proposed regul ati ons do not recogni ze Form W 8EXP,
“Certificate of Foreign Governnent or O her Foreign
Organi zation for United States Tax Wthholding,” as a form
t hat can establish the foreign status of a partner for
pur poses of section 1446. However, under the section 1441
wi t hhol di ng regine, for exanple, a foreign tax-exenpt
organi zation may submt Form W8EXP to a payer of inconme to

claimthat the organization is a foreign tax-exenpt
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organi zation that is exenpt fromw thhol di ng under sections
1441 and 1443(a) because the incone being paid will not be
includible in the organi zation’s conputation of its unrel ated
busi ness taxable income (UBTI). One commentator notes that a
foreign tax-exenpt organization my be required to provide
Form W8EXP to a partnership for purposes of the section 1441
wi t hhol di ng regi me, and Form W 8BEN for purposes of the
section 1446 wi thholding regine. The sanme issue exists with
respect to other foreign persons (e.g., foreign governnments)
that may provide Form W8EXP for purposes of sections 1441
t hrough 1443. The comment at or suggests that the final
regul ati ons permt a foreign tax-exenpt organization (and
ot her applicable persons) to provide Form W8EXP to a
partnership to establish the foreign status of such partner
for purposes of section 1446 to elimnate the circunstances
where such person has to be “doubl e docunented.”

The final regul ations adopt this suggestion. Treasury
and the IRS believe that the docunmentation requirenments of
sections 1441 and 1446 shoul d be coordi nated where feasible.
As a result, a partner seeking to be relieved fromw thhol di ng
under sections 1441 through 1443 that provides Form W8EXP to
a partnership, will not be required to submt an additional

formto establish foreign status for purposes of section 1446.
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Except with respect to certain tax-exenpt organizations
described in section 501(c) (see part A. 5. of this preanble),
the subm ssion of a Form W8EXP shall have no effect on
whet her there is a 1446 tax due with respect to such partner’s
al l ocabl e share of partnership ECTI. For exanple, a
partnership nust still pay 1446 tax with respect to a foreign
governnment partner’s allocable share of ECTI because such
partner is treated as a foreign corporation under section
892(a) (3).

3. Acceptable substitute formfor identification of partners

As noted above, the proposed regul ations permt a
partnership to use other nmeans to ascertain the non-foreign
status of its partners, provided that the partnership is
correct in its determnation. Further, under the proposed
regul ations, a partnership nust generally presunme that a
partner that does not furnish a Form WS8BEN, Form W 8l MY, or
Form W9 is a foreign person. One commentator requests that
the final regulations pernmit a partnership to use a substitute
formto identify its partners, provided the information given
to the partnership is substantially the sane as that found on
t he above-nentioned forns.

Treasury and the IRS agree with the comentator’s

proposed change to the extent that the section 1441 regine
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woul d generally permt the acceptable substitute form As a
result, the final regulations adopt this comment and permt a
partnership or nom nee required to pay 1446 tax to develop its
own form consistent with 81.1441-1(e)(4)(vi), to serve as its

substitute formupon which partners will submt informtion

4. Clarification of m scell aneous docunentati on issues

Several comentators request that the final regulations
clarify certain issues regarding a partnership’s obligation to
identify its foreign partners. One commentator requests that
the final regul ations address a partnership’s duty, if any, to
inquire as to whether a partner has made an el ecti on under
section 871(d) or 882(d), or whether the partner is a dealer
in securities. As described in part A 1. of this preanble,

t he proposed regul ations provide that incone subject to a
partner’s el ection under section 871(d) or 882(d) shall be
considered in the partnership’ s conmputation of the partner’s
al l ocabl e share of partnership ECTI. Further, the proposed
regul ations require a partner that has nmade an el ection under
section 871(d) or section 882(d) to notify the partnership
that the el ection has been nmade so that the partnership can

correctly determ ne the partner’s all ocabl e share of ECTI.
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The proposed regul ati ons do not address when a partner is a
deal er.

The final regulations retain the requirement that a
partner notify the partnership of an election it has made (or
wi || make) under section 871(d) or section 882(d). Further,
to the extent that an el ection has been made, the partner is
required to provide the partnership a copy of such el ection.
However, the final regulations do not explicitly require a
partner to notify the partnership that it is a dealer.
Further, the final regulations do not inpose an affirmative
duty on the partnership to inquire as to a partner’s status as
a deal er or whether an election under section 871(d) or
section 882(d) has been nmde.

Anot her comment at or requests clarification regarding the
ability of a |lower-tier partnership (LTP) to use other neans
to identify partners of an upper-tier partnership (UTP).

Under proposed regul ation 81.1446-5, an LTP may be required to
| ook through a UTP to the partners of such partnership if
adequat e docunentation is provided to the LTP and the LTP can
reliably associate (within the meaning of 81.1441-
1(b)(2)(vii)) all or a portion of the UTP s all ocabl e share of
ECTI with one or nore partners of the UTP. To the extent that

a UTP has not provided adequate docunentation as to the status
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of its partners to the LTP, the LTP is to treat the UTP as an
entity and withhold at the highest applicable rate under
section 1446(b). In this regard, the regul ati ons cross
reference proposed regul ati on 81.1446-1(c)(3), which allows a
partnership to rely on other neans to determ ne the non-
foreign status of its partners, provided that the partnership
is correct in its determ nation. The commentator requests
clarification as to whether an LTP that has not received
adequat e docunentation froma UTP regarding the status of one
or nore partners of the UTP may, nevertheless, rely on other
means to determne that certain partners of the UTP are U. S
per sons.

In response to the commentator’s question, the final
regul ati ons renove the cross reference to 81.1446-1(c)(3).
The | ook-through rules of 81.1446-5 are intended to be
consistent with the section 1441 regul ati ons and the concept
of reliable association through docunentation. Accordingly,
an LTP may not rely on other neans and | ook through a UTP to
the partners of the UTP to the extent that the UTP has failed
to provide adequate docunmentation regarding the status of its
partners. Rather, to the extent the docunentation submtted

is insufficient to permt the LTP to |ook through, the LTP is
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to treat the UTP as a foreign entity and pay 1446 tax at the
hi gher of the rates in section 1 or section 11.

Anot her comment at or notes that proposed regul ation
81.1446-1 provides that a foreign partnership is treated as a
foreign partner under section 1446(e). The commentator then
notes that 81.1446-5 of the proposed regul ati ons provides that
all or a portion of the allocable share of a UTP shall be
treated as allocable to the partners of the UTP to the extent
that the LTP can reliably associate the ECTI allocable to the
UTP with the partners of such partnership. The effect of this
rule is that for purposes of the LTP's 1446 tax conputation,
the UTP is not treated as the partner of the LTP. The
comment at or requests clarification regardi ng coordination of
t he above two sections of the proposed regul ations. W note
that the issue the commentator raises also arises under the
proposed regul ations with respect to trusts part or all of
which are treated as owned by a grantor or other owner under
subpart E of Subchapter J of the Code.

In response to this question, 81.1446-1 of the final
regul ati ons includes a cross reference to 81.1446-5 and
| anguage clarifying that the partners of a UTP are considered
the direct partners of an LTP only to the extent the LTP is

applying the | ook through rules of 81.1446-5 in conmputing its
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1446 tax obligation. This treatnment is only for purposes of
conputing the LTP's 1446 tax liability and has no effect on
LTP's reporting. Thus, whether or not an LTP conputes its
1446 tax by | ooking through a UTP, the LTP shall furnish Form
8805 with respect to the 1446 tax it pays to and in the nanme
of the UTP so that such UTP may then, in turn, take such
ampunts into account in conputing its 1446 tax obligation.

UTP will then claima credit for the 1446 tax LTP paid and
will allocate the credit to its partners (or claima refund),
as appropriate, and report the allocation of the tax on the
Fornms 8805 it furnishes to its foreign partners. Simlarly,
the final regulations clarify that a grantor or other owner
under subpart E of subchapter J of the Code of a donestic or
foreign trust is the beneficial owner of inconme and it (rather
than the trust) is considered the partner only for purposes of
conputing the partnership’s 1446 tax liability.

5. Coordination with section 1443 and foreign tax-exenpt
or gani zati ons

Section 1443(a) provides that w thhol ding under chapter 3
of the Code shall apply to incone includible under section 512
in conmputing the UBTI of a foreign organi zation subject to the
tax i nposed by section 511 only to the extent and subject to

such conditions as may be provided by regul ations. The
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proposed regul ations provide that if an anount is allocable
froma partnership to an entity described in section 1443(a),
then the partnership nust w thhold under section 1446. One
comment at or notes that section 1443(a) only applies to the
extent that an itemof incone is includible in the conputation
of UBTI, and that the proposed regulations fail to recognize
t hat sonme incone itenms conprising part of the partnership’s
ECTI will not be includible by a partner in conputing its
UBTI. See 881.512(b)-1 and 1.512(c)-1. Further, the
comrentator notes that in the context of section 1441, section
1443(a) is enforced by a presunption contained in 81.1441-
9(b)(3) that income will be includible in conmputing a foreign
t ax- exenpt organi zation’s UBTI if the docunentation the payee
provides is unreliable or is |acking, and that the final
regul ati ons should include a simlar presunption in the case
of section 1446 with respect to foreign tax-exenpt partners.

In response to the comentator’s suggestions, the final
regul ations clarify that only the portion of a tax-exenpt
partner’s all ocable share of partnership ECTI that is
includible in the partner’s conputation of UBTI is subject to
section 1446. The final regulations also provide that the
procedures in 81.1441-9 for claimng an exenption from

wi t hhol di ng under section 1441 will apply for claimng an
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exenption fromw t hhol di ng under section 1446. Under those
procedures, the organization may specify the portion of its
al l ocabl e share of partnership incone that will not be
i ncludi ble in the organi zation’s conputation of its UBTI.
Thereafter, the partnership may determ ne that a partner’s
representation as to anounts not includible in the
organi zation’s UBTI is unreliable or lacking. |If such a
determ nation is nmade, the partnership nmust then presune,
consistent with 81.1441-9(b)(3) as applied for purposes of
section 1446, that the partnership itemw |l be includible in
conmputing the partner’s UBTI.

In response to another comment, the | anguage of the final
regul ati ons has been changed to follow nore closely the
| anguage of section 1443(a) and the regul ati ons thereunder.

6. Correspondi ng changes to forms

The IRS intends to nodify several forns (e.g., Forns
W8, 8804, 8805, 8813) to accommpdate the adoption of the
final and tenporary regulations set forth in this docunment.
Until such time as the fornms are nodified, partners, non nees,
and partnershi ps may use the current version of a form and
attach a statenent to such form to the extent necessary, to

explain the use of the form for purposes of section 1446.
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B. Determ ning a Foreign Partner’s All ocabl e Share of
Partnership ECTI--81.1446-2

1. Cancel | ati on of i ndebtedness incone and gain from
foreclosure and deed in lieu of foreclosure

The proposed regul ati ons requested conments on the
appropriate treatnent under section 1446 of partnership
cancel l ation of indebtedness income (COD). Several coments,
di scussed bel ow, were received.

One comment at or suggests that a partnership should be
relieved of its 1446 tax obligation with respect to COD i ncone
all ocable to foreign partners provided the partnership files
with the IRS an explanatory statenment that substantiates its
financial hardship. A second comentator cites the rul es set
forth in 81.1445-2(d)(3), applicable to a forecl osure that
results in a disposition of a United States real property
interest. Consistent with 81.1445-2(d)(3), the comentat or
proposes that so | ong as the partnership receives no cash or
ot her property as part of the cancell ation of indebtedness or
the forecl osure on property (or deed in lieu of foreclosure),
income attributable to such ampunts shoul d be excluded from
partnership ECTI and the partnership should not be required to
wi t hhol d on such ampunts. However, the conmentator states
that to the extent that the partnership makes a distribution

within the sane taxable year that the COD i ncome or gain
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arising froma foreclosure (or deed in lieu of foreclosure) is
realized, the partnership ECTI for the year of realization
shoul d i nclude the COD incone or gain fromforeclosure up to
t he amount of the distribution. Finally, one commentator
focuses on a partnership in a Chapter 11 bankruptcy proceedi ng
and cites a potential conflict between the deened distribution
rule of section 1446(d) and the prohibition on preferenti al
treatment of non-creditors found in the Bankruptcy Code. This
comment at or recommends that a partnership in a Chapter 11
bankruptcy proceeding that incurs COD i ncome should be
relieved from paying 1446 tax on such incone.

Treasury and the I RS believe that section 1446 requires a
partnership to pay 1446 tax on COD i ncone and gain recogni zed
by reason of a foreclosure or deed in lieu of foreclosure on
property when such incone or gain is allocated to foreign
partners. The purpose of the statute is to collect taxes that
foreign persons may not otherw se pay, regardl ess of the
liquidity or financial situation of the w thhol ding agent.
Further, unlike section 1441, section 1446 does not require
that a partnership have control, receipt, custody, disposal,
or paynent over the incone that is subject to wthholding. As
a result, no exception is mandated. |In addition, Treasury and

the RS do not believe that a deenmed di stribution under
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section 1446(d) would viol ate any provisions of the Bankruptcy
Code. Accordingly, the final regul ations do not adopt the
comment at ors’ suggestions regarding COD i ncone or gain arising
fromthe foreclosure (or deed in lieu of foreclosure) on
property. However, Treasury and the IRS are issuing tenporary
and proposed regulations that permt a foreign partner, in
certain circunstances, to certify to the partnership that it
has deductions and | osses it reasonably expects to be
avai l able to reduce the partner’s U. S. inconme tax liability on
the partner’s allocable share of effectively connected incone
or gain fromthe partnership. This certification procedure
may apply to reduce the partnership’s 1446 tax obligation with
respect to COD incone allocable to a foreign partner in
appropriate circunstances. Treasury and the IRS believe that
this approach, which is consistent with the statute and
| egislative history, appropriately balances the interests of
t axpayers and the governnent.

2. Consideration of a foreign partner’s deductions and | osses

in conputing the partner’s share of partnership ECTI

See 81.1446-6T and part G of this preanble regarding
when a partnership may consi der partner-1level deductions and
| osses in determning its 1446 tax due with respect to a

part ner.



-21-

C. Cal cul ating, Paying Over, and Reporting the 1446 Tax--
81.1446-3

1. Applicable percentage for conputing 1446 tax

The proposed regulations require a partnership to pay
wi t hhol ding tax (1446 tax) using the highest rate of tax
specified in section 1 (with respect to ECTI allocable to a
non-cor porate foreign partner) or section 11(b)(1) (with
respect to ECTI allocable to a corporate foreign partner).
Several commentators note that the proposed regul ations
effectively require a partnership to pay 1446 tax in excess of
a partner’s actual tax liability because the partnership is
not permtted to consider preferential tax rates that apply to
| ong-term capital gain or other special itens of inconme or
gain at the partner-level (e.g., unrecaptured section 1250
gain). The comentators note that at the time that Congress
enact ed and anmended section 1446 there was no difference
bet ween the tax rate for capital gains and ordinary incone
and, therefore, section 1446 should not be read to prohibit
consi deration of the highest rate that may apply to speci al
items of income or gain. The commentators request that the
final regulations permt a partnership to consider the
character of income or gain allocable to a foreign partner and

pay 1446 tax at the highest rate applicable to the type of



-22-
incone or gain allocable to a foreign partner.

Treasury and the I RS have carefully considered these
comments and generally believe that permtting a partnership
to consider the highest rate of tax associated with particul ar
partnership itens of incone and gain is a reasonabl e approach
under the statute that would reduce the instances of
overw t hhol di ng wi t hout underm ning the purpose or
effectiveness of the statute. In response, the final
regul ati ons provide that while a partnership is generally
required to use the highest rate of tax in section 1 or
section 11 (currently 35 percent) applicable to a partner, it
may al so consi der (subject to exceptions discussed below) the
type of incone or gain allocable to a foreign partner during
t he taxabl e year when conputing its 1446 tax obligation. As a
result, a partnership can generally pay 1446 tax using the
hi ghest capital gains rate (currently 15 percent) to the
extent long-termcapital gain is allocable to a non-corporate
foreign partner. Simlarly, the highest rate of tax for
col l ecti bl es gain under section 1(h)(6) (currently 28 percent)
may generally be considered when such gain is allocable to a
non-cor porate foreign partner. Further, a partnership can
generally pay 1446 tax using the maxi mumtax rate for

unrecaptured section 1250 gain (currently 25 percent) to the



-23-

extent such gain is allocable to a non-corporate foreign
partner. When applicable, the partnership nust use the highest
preferential rate for a particular type of inconme or gain
wi t hout regard to the amount of the foreign partner’s
al |l ocabl e share of such income or gain, or the foreign
partner’s other incomne.

As di scussed above, several preferential rates depend
upon the status of the person (corporate or non-corporate)
all ocated the inconme or gain (e.g., long-termcapital gain).
Further, in some circunstances under the final regulations
docunment ati on may be | acking as to the corporate or non-
corporate status of a partner. Accordingly, the final
regul ations include a rule that prohibits a partnership from
using a preferential rate in conmputing its 1446 tax on inconme
or gain allocable to a foreign partner where the preferentia
rate depends upon the corporate or non-corporate status of the
partner and either such status has not been established by
docunment ati on or the regul ati ons otherwi se instruct the
partnership to pay 1446 tax at the higher of the applicable
rates in section 1446(Db).

For exanpl e, under 81.1446-1(c)(3) a partnership that has
not received docunentation froma partner nmust presune that

the partner is a foreign person, unless the partnership relies
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on ot her neans to determ ne the non-foreign status of the
partner. Further, the regulations instruct that if the
partnership knows that the partner is an individual, then the
partnership nust pay 1446 tax using the applicable percentage
appropriate for a non-corporate foreign partner (highest rate
in section 1). Notw thstanding the foregoing, under the rule
in the final regulations, the partnership my not consider the
preferential rate applicable to any net |long-termcapital gain
al l ocable to such partner because the preferential rate
applicable to that type of gain depends on the status of the
person reporting such gain, and the partner has failed to
provi de docunentation in accordance with 81.1446-1.

Simlarly, under 81.1446-5 a partnership nay not be able
to reliably associate 100 percent of an upper-tier
partnership’'s allocable share of ECTI with the partners of the
upper-tier partnership. In such circunstances, 81.1446-
5(c)(2) requires the lower-tier partnership to pay 1446 tax on
the portion it cannot reliably associate with partners of the
upper-tier partnership at the higher of the rates in section
1446(b). Even though the upper-tier partnership has provided
docunmentation on its own behalf (e.g., Form W8I M), and the
| ower-tier partnership therefore knows that the upper-tier

partnership is a non-corporate entity, the lower-tier
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partnership may not consider any preferential rate when
conputing its 1446 tax due on the portion of the ECTI the
| ower-tier partnership cannot reliably associate with partners
of the upper-tier partnership.

2. Deened cash distributions under section 1446(d)

Section 1446(d) states that, except as provided in
regul ations, a partnership’ s paynent of 1446 tax with respect
to a foreign partner is treated as a distribution to the
partner on the earlier of the day the partnership paid the tax
or the last day of the partnership’s taxable year for which
such tax was paid. The legislative history provides that the
above rule may be altered by regulations to account for md-
year dispositions of partnership interests. See H R Rep.,
101- 247, 101%" Cong., 1% Sess. (Sept. 20, 1989). Under Rev.
Proc. 89-31 (1989-1 C.B. 895), if the 1446 tax is paid in a
subsequent taxable year with respect to ECTI allocable to the
precedi ng taxabl e year, the deened distribution is considered
to have occurred on the | ast day of the preceding taxable year
or the | ast day during such year that the person was a
partner. The proposed regulations follow the rules outlined
above.

Several commentators note that the deenmed distribution

under section 1446(d) may cause a partner to recognize gain
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under sections 731 and 741. Under section 731, a partner
recogni zes gain on a partnership distribution only to the
extent the partner receives cash in excess of its basis in the
partnership. To the extent a partner receives cash in excess
of the partner’s basis in its partnership interest, section
731 considers the partner to have engaged in a sale or
exchange of the interest, the tax consequences of which are
described in section 741. Under section 1446(d), if the
partnership is deened to distribute cash during the taxable
year (i.e., on the date the 1446 tax is paid), before the date
that the partner nmay consider an increase in the partner’s
basis in the partnership under section 705 for incone
allocable fromthe partnership for the entire taxable year,
then the partner may recogni ze gain under sections 731 and
741.

One comment at or proposes that, for purposes of section
1446(d), a partnership should |Iook to the partnership
agreenent to determ ne whether a distribution under section
1446(d) has occurred. Specifically, the commentator states
that a partnership should not treat a paynent of 1446 tax on
behal f of a foreign partner as a deened distribution under
section 1446(d) to the extent the partnership agreenent

prohibits a distribution to the partner, or the partner is
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required to pay back to the partnership part or all of the
1446 tax paid on the partner’s behalf. The comrentator
suggests that the regul ations should consider both explicit
provi sions of the partnership agreenent that require a foreign
partner to contribute to the partnership an anount equal to
the 1446 tax the partnership paid on behalf of the partner and
provi sions that have the effect of requiring a contribution,
t hough not explicitly referring to section 1446.

Anot her comment at or suggests that a deenmed distribution
under section 1446(d) that results froma partnership's
instal |l ment paynent of 1446 tax should be considered an
advance or draw ng against a partner’s distributive share of
incone within the nmeaning of 81.731-1(a)(1)(ii) and treated as
a current distribution made on the |ast day of the partnership
t axabl e year with respect to such partner. Adopting this
suggesti on woul d reduce the |ikelihood of a foreign partner
recogni zi ng gain because the deenmed distribution would be
measur ed agai nst the partner’s basis in its partnership
interest after the partner’s basis has been increased for
income allocable to the partner for the partnership’s taxable
year under section 705.

A third comentator notes a conflict with the deened

distribution rule in the context of a partnership in
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bankruptcy. See discussion at Part B.1. of this preanble.

Treasury and the I RS believe that deened distributions
under section 1446(d) should not unnecessarily result in a
foreign partner having to recogni ze gain under sections 731
and 741, and that the deened distributions should be treated
consistently with other distributions under subchapter K.
Further, section 1446(d) provides Treasury and the IRS with
explicit authority to alter the rules to acconplish the
obj ectives of the section. Accordingly, the final regulations
generally provide that a deemed distribution under section
1446(d) is treated as an advance or drawing within the neaning
of 81.731-1(a)(1)(ii) against the partner’s distributive share
of income fromthe partnership. See also Rev. Rul. 94-4
(1994-1 C.B. 195). As a result, the tax ram fications of a
partnership’ s paynent of 1446 tax on a foreign partner’s
al l ocabl e share of ECTI will be considered by the partner at
the end of the partnership’s taxable year, or the | ast day of
the partnership’ s taxable year during which such person was a
partner in the partnership. The advance or draw ng treatnent
applies only to install ment paynents of 1446 tax made during
the partnership’ s taxable year with respect to ECTI earned in
the sanme taxable year. Any 1446 tax paid after the cl ose of

t he partnership’ s taxable year, including anounts paid with



-20-
the filing of Form 8804, “Annual Return for Partnership

W t hhol di ng Tax (Section 1446),” that are on account of
partnership ECTI allocated to partners for the prior taxable
year shall be treated under section 1446(d) and the

regul ations as a distribution fromthe partnership on the
earlier of the last day of the partnership’ s prior taxable
year for which the tax is paid, or the last day in such prior
t axabl e year on which such foreign partner held an interest in
the partnership. The rules in the final regulations apply
only for purposes of determning the tax ram fications of the
deemed distribution to a foreign partner under sections 705,
731, and 733, and do not affect the date that the partnership
(or partner) is otherwi se considered (or deenmed) to have paid
tax for purposes of section 6654 and section 6655.

The final regul ations do not adopt the suggestion that a
deenmed di stribution under section 1446(d) should occur only to
the extent the partnership agreenment permts a distribution to
the foreign partner and does not require the foreign partner
to contribute an amount to the partnership. Treasury and the
| RS believe that the suggestion is inconsistent with section
1446(d) and the treatnment of distributions under subchapter K
of the Code. To the extent that 1446 tax has been paid on

behal f of a partner and a Form 8805 has been issued to a
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partner, section 1446(d) requires that such anount be treated
as a distribution. Further, such an approach woul d not be
adm ni strabl e because it would require the IRS to review each
partnership agreenent and interpret the provisions of the
agreenment for purposes of section 1446. Moreover, Treasury
and the IRS are concerned that the suggested approach woul d
i nappropriately result in different treatment for simlarly
situated foreign partners.

3. Overlap between section 1445 and 1446

The proposed regul ations provide that when section 1445
and section 1446 both technically apply, a partnership is
required to pay wi thholding tax on behalf of its foreign
partners in accordance with section 1446. This rule, referred
to as the trunping rule, primarily relates to a donestic
partnership’s disposition of a United States real property
interest within the nmeaning of section 897, which is subject
to withhol di ng under section 1445(e)(1). The proposed
regul ati ons also permt a foreign partnership to credit the
amount wi thheld by a transferee under section 1445(a) when
conputing its 1446 tax obligation.

Several comentators note that the trunping rule has the
effect of prohibiting a partnership and/or its partners from

seeking a certificate fromthe I RS, where appropriate, that
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woul d reduce withholding to an anobunt nore closely related to
a partner’s actual tax liability on the gain allocated. See
Rev. Proc. 2000-35 (2000-2 C.B. 211 88.01). As a result,
several comentators suggest that the final regul ations renove
the trunping rule and nodify the section 1445 w t hhol di ng
certificate program so that partnerships and partners subject
to section 1446 can consider anticipated current year
deductions and | osses and obtain wi thholding certificates to
reduce the withholding tax otherwise required to be paid. In
addi ti on, one comrentator requests clarification of the
consequences for failure to conply with section 1446 under the
trunping rule.

After consideration of the comments described above, the
trunping rule is retained in the final regulations. Treasury
and the IRS do not believe Congress intended for section 1445
to apply to the exclusion of section 1446 where the sections
overlap. Treasury and the I RS believe that with the changes
made in the final regulations (e.g., consideration of the
character of income allocable to a foreign partner, see part
C.1. of this preanble) and the issuance of the tenporary
regul ations that permt foreign partners to certify avail able
deductions and | osses to a partnership, the section 1446

wi t hholding reginme will, in nost circunstances, arrive at a
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wi t hhol ding result that approximtes the result that would
ot herwi se be reached under section 1445. The fi nal
regul ations clarify that a partnership that fails to conply
with section 1446 under the rule descri bed above may be
subject to all additions to the tax, interest, and penalties
that otherwi se apply to a failure to pay 1446 t ax.

4. Notice to foreign partners of 1446 tax paid by partnership

The proposed regul ations require a partnership that pays
1446 tax on behalf of a foreign partner to notify the partner
when a paynent of tax has been nmade. Because the 1446 tax
instal |l ment due dates are the 15'" day of the 4'", 6'", 9'" and
12'" months of the partnership s taxable year, a partnership
must generally notify a foreign partner four tinmes during the
t axabl e year of the 1446 tax paid on the partner’s behal f.
The notice provided during the taxable year of the 1446 tax
paid is not required to be in any particular form but nust
contain, anong other itenms, information sufficient to identify
the partnership, the partner, the annualized anmobunt of ECTI
estimated to be allocated to the partner, and the amount of
1446 tax paid to the IRS on behalf of the foreign partner.

After the close of the partnership taxable year, the
partnership is required to file Forns 8804 and 8805 with the

| RS and to provide a Form 8805 to each foreign partner. The
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Form 8805 furnished to a foreign partner will set forth the
1446 tax paid on the partner’s behalf for the entire taxable
year. Each foreign partner receiving a Form 8805 fromthe
partnership is generally permtted to claima tax credit under
section 33 on its U S. Federal inconme tax return in the anount
shown on the formas paid on the partner’s behalf. Wen
conpleting its Form 8804 and Form 8805, the partnership wll
use the actual results of the partnership s operations for the
previ ous year. When conpleting its Form 8804, if the
partnership determ nes that its 1446 tax is an anmount greater
t han previously estimted, the partnership is required to pay
any shortfall when filing the form

One commentator submts that it is admnistratively
burdensome and costly to require a partnership to notify its
foreign partners four times during the year when each
install ment of 1446 tax is paid on their behalf. The
comentator al so contends that it is burdensonme on a
partnership to have to explain to each foreign partner any
di screpancy between the four notices provided during the
t axabl e year, which are based on estinmates, and the Form 8805
i ssued after the close of the taxable year, which is based on
the partnership’ s actual operating results. Finally, the

comment at or contends that it is burdensome, costly, and
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inefficient in large non-publicly traded partnerships, where
the net income to be allocated to a partner is often small, to
have to provide notice to thousands of foreign partners four
times during the taxable year and again after the taxable
year .

A second comment at or nakes two points concerning the
requi renment that a partnership provide notice during the
t axabl e year for each 1446 tax install ment paynent. First,
t he comment at or suggests that because the section 1446 tax
rate is the highest rate applicable to a foreign partner, nost
foreign partners do not need notice during the taxable year
because they already assunme the partnership’ s 1446 tax
install ment paynents will exceed any estimted tax they m ght
ot herwi se owe on their allocable share of ECTI. Second, the
comment ator submts that in practice the notices are often not
recei ved before a foreign partner’s estimted tax due date for
the sanme period and, therefore, provide little or no benefit
to the foreign partner

Both comentators propose that unless a foreign partner
requests information for each installment paynent of 1446 tax,
a partnership should only be required to report to the foreign
partner the anmounts paid to the IRS on behalf of the partner

after the close of the taxable year on Form 8805.
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Treasury and the I RS believe that the notice requirenent
in the proposed regul ati ons serves the useful function of
advising a foreign partner of anmounts paid on its behalf. The
notice may aid a partner in conmputing its estimted tax
liability either for the same installnment period or a
subsequent installnment period during the taxable year. This
is particularly true where the estimted tax paynent dates of
the foreign partner do not coincide with the 1446 tax
install ment dates. See section 6654(j). Based upon the
foregoing, the final regulations retain the notice requirenent
set forth in the proposed regul ati ons.

However, Treasury and the IRS recognize that situations
may exi st where the notice requirenent is particularly
burdensome. Accordingly, the final regulations contain two
exceptions to the requirenent that the partnership provide
notice during its taxable year as it pays each installnment of
1446 tax. First, where an agent of the partnership charged
with providing notice to the foreign partners of the
partnership during the taxable year for each install nent of
1446 tax is the same person that also acts as an agent on
behal f of a foreign partner for purposes of filing the foreign
partner’s U.S. income tax return, the notice requirement is

deenmed to be satisfied with respect to such partner. Second,
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a partnership with 500 or nore foreign partners is not
required to provide notice to a foreign partner of amounts
paid on such partner’s behalf during the course of the taxable
year, unless requested, if the partnership estimtes that the
1446 tax on such partner’s allocable share of partnership ECTI
is less than $1,000. |If one of the exceptions applies to a
foreign partner for an installnment paynment of 1446 tax, then
the partnership is not required to provide notice of the
install ment paynent (and the tax paid on the partner’s behal f)
unl ess requested by the partner. However, in all events, the
partnership is required to provide notice of the tax paid on
the partner’s behalf after the close of the taxable year by
i ssuing Form 8805 to the partner.

5. Ref unds by partnership for amounts wi t hhel d

Under the proposed regul ations, a partnership is entitled
to obtain a refund for 1446 tax paid over to the IRS only if a
refund is perm ssible under section 1464 and the regul ations
t hereunder. The position in the proposed regul ations varies
fromthe position in Rev. Proc. 92-66, which permts a
partnership to obtain a refund of 1446 tax to the extent an
amount paid to the RS is not reflected on a Form 8805 issued
to a partner for the taxable year. One commentator notes that

because actual operating results can vary significantly from
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the estimates the partnership uses during the year to
calculate its 1446 tax, withholding in excess of the partner’s
actual tax liability can occur. That is, where a partnership
annual i zes its incone under one of the accepted nethods but
events occur that are not taken into account until the
partnership files its Form 8804, and such events have the
effect of reducing or elimnating the 1446 tax otherw se due,
the partnership should be entitled to a refund of the overpaid
amounts. The comment at or proposes that the final regul ations
adopt the refund systemset forth in Rev. Proc. 92-66.

I n response to the comentator’s suggestion, the final
regul ati ons adopt the position taken in Rev. Proc. 92-66 with
respect to refunds to w thhol ding agents, thereby permtting
non-publicly traded partnershi ps subject to section 1446 to
obtain refunds for 1446 tax paid to the IRS to the extent that
t he anounts are not reflected on a Form 8805 issued to a
partner. Publicly traded partnerships (and nom nees) required
to pay 1446 tax based on distributions of effectively
connected income will continue to be subject to section 1464
and the regul ations thereunder. The standard in the
regulation is intended to follow the approach set forth in

Rev. Proc. 92-66 in all respects.
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6. Additions to the tax, interest and penalties for
nonconpliance with section 1446

i I n General

The proposed regul ations provide that if a partnership
fails to file and pay its 1446 tax, but a partner files a U S.
Federal income tax return for the taxable year and pays al
tax required to be shown on that return, then the partnership
is deened to have filed Fornms 8804 and 8805 and paid its 1446
tax with respect to such foreign partner as of the date that
the partner satisfied the aforenentioned conditions.
Therefore, the proposed regul ations contain a deemed filing
and paynment rule applicable to a partnership that is based
upon a foreign partner conpleting two actions: 1) filing its
U.S. Federal incone tax return, and 2) paying all tax required
to be shown on such return. Treasury and the I RS have
nodi fied the deemed filing and paynent rules in the final
regul ations to better coordinate section 1446 with section
1463, as well as with any additions to the tax, interest, and
penalties that may apply.

First, the final regulations nodify the rule in the
proposed regul ati ons that deens a partnership to have paid
1446 tax with respect to a partner. As nodified, the final

regul ati ons nake a partnership s deemed paynent dependent only
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on the partner’s paynment of all the tax the partner is
required to pay, and disregard the partner’s actual filing of
a U S. Federal income tax return. As nodified, the deened
payment rule is consistent with general principles of when a
tax is considered paid.

Second, the final regulations renove the deenmed filing
rule in the proposed regul ati ons because of the adm nistrative
difficulties in such cases where there are nmultiple foreign
partners. Therefore, under the final regulations, a
partnership will not be deemed to have filed Fornms 8804 and
8805 at any tinme. As a result, once the failure to file
penalty under section 6651(a)(1l) begins to accrue, as
di scussed below, a partnership may affirmatively stop the
accrual of the penalty only by filing Form 8804.

Third, the final regulations clarify the date upon which
a partnership will be deenmed to have paid 1446 tax under the
deenmed paynent rule. The rule applies for purposes of
sections 1446, 1461, 1463, 6601, 6651, 6655, and any other
penalties or additions to the tax that may apply. The rule
provi des that a partnership will be deened to have paid the
1446 tax associated with ECTI allocable to a particular
partner on the later of the date that the partner is

considered to have paid all its tax under section 6513(a) and
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(b)(2) (prescribing the date tax is considered paid for

pur poses of sections 6511(b)(2), (c), and 6512), or the | ast
date for paying the 1446 tax w thout extensions (the

unext ended due date for Form 8804). In application, the rule
ensures that a partner’s paynents of estimated tax wll have
no effect on the conmputation of the partnership s underpaynment
addition to the tax under section 6655 and 81.1446-3 of the
regul ati ons.

Fourth, the final regul ations change the nethod required
for a partnership to show that a partner has paid all tax
required to be shown on the partner’s U S. Federal incone tax
return. In response to one comentator, the final regulations
adopt the nethod set forth in 81.1445-1(e)(3) because such
method is nore fam liar and easier for partnerships to apply
t han obtai ning Form 4669, “Statenent of Paynents Received,”
the nmethod set forth in the proposed regulations. Under the
final regulations, a partnership nust provide sufficient
information for the RS to determ ne that the partner’s tax
liability was satisfied or established to be zero.

More specific discussion of various additions to the tax,
interest, and penalties is provided bel ow

ii. Current Year Safe Harbor Under Section 6655 and 81.1446-3
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Section 1446 inposes a w thholding reginme that applies
the principles of section 6655, as nodified by these
regul ati ons. Under section 6655, a corporation is not |liable
for an underpaynent addition to the tax if the corporation
pays 25 percent of either the preceding year’s or the current
year’'s tax liability in each quarterly installnment. These
safe harbors are often referred to as the prior year safe
harbor and the current year safe harbor. The proposed
regul ati ons provide for a nodification of the prior year safe
harbor that is consistent with Rev. Proc. 89-31, but do not
mention the potential application of the current year safe
harbor. The final regulations clarify that the current year
saf e harbor of section 6655(d)(1)(B)(i) can apply to a
partnership subject to section 1446. Further, the final
regul ations retain the | anguage in the proposed regul ati ons
that sets forth the prior year safe harbor.

iii. Accrual of Addition to the Tax Under Section 6655,
| nt erest Under Section 6601, and Penalties

One comment ator requests clarification regarding the
accrual of the addition to the tax under section 6655,

i nterest under section 6601, and penalties under the proposed
regul ati ons. Specifically, the commentator requests that the

final regulations clarify whether a partnership’ s deened
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paynment of 1446 tax under proposed regulation 81.1446-3(e)(2)
will stop the accrual of the addition to the tax, interest,
and penalties that may be applicabl e under proposed regul ation
81.1446-3(e)(3) or other sections of the regulations. The
comment at or requests that the final regul ations address the
accrual of the addition to the tax, interest and penalties,
and explicitly provide that such additions, penalties and
interest will stop accruing on the date the partnership’s
liability is deemed paid.

The final regulations do not explicitly address the
accrual of all of the potential penalties that nmay apply to a
partnership required to pay 1446 tax, but do include
provi sions and exanples that illustrate the application of
sections 6655 (relating to the addition to the tax for an
under paynment of an installnment of 1446 tax), 6601 (relating to
interest), and 6651 (relating to failure to file and failure
to pay penalties).

Regardi ng the addition to the tax under section 6655, the
final regulations provide that the addition to the tax w ||
begin to accrue on the date that the partnershi p underpays an
install ment of 1446 tax and will stop accruing on the earlier
of the date when all the 1446 tax is satisfied, or the 15'" day

of the 4'" month following the close of the partnership’s
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taxabl e year (15'" day of the 6'" npbnth in the case of a
partnership keeping its books and records outside the United
States and Puerto Rico).

As discussed in part C.6.i. of this preanble, the fina
regul ati ons provide that a partner’s paynent of tax that deens
a partnership to have paid 1446 tax will not be credited to
the partnership’ s account until the later of the date that the
tax i s considered to have been paid by the partner under
section 6513(a) and (b)(2) (prescribing the date tax is
consi dered paid for purposes of sections 6511(b)(2), (c), and
6512), or the last date for paying 1446 tax w thout extensions
(i.e., the unextended due date for Form 8804). Under this
“later of” rule, the earliest that a partner’s paynents can be
credited to the partnership is the |ast date for paying the
1446 tax wi thout extensions (the unextended due date for Form
8804), the date that the accrual of the section 6655 addition
to the tax would stop in any event. As a result, a partner’s
paynments of estimated tax will not provide a partnership with
any benefit with respect to the partnership s conmputation of
t he underpaynment addition to the tax under section 6655, as
applied in the regul ati ons.

Regardi ng i nterest under section 6601, if a partnership’s

1446 liability has not been satisfied, or deened satisfied, by
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the |l ast date prescribed for paynent of the 1446 tax under
section 1461 w thout extensions (see section 6601(b)(1)), then
i nterest under section 6601 will begin to accrue on the unpaid
1446 tax liability. The final regulations provide that
interest will stop accruing on the date and to the extent that
the partnership actually pays the 1446 tax or is deened to
have paid the 1446 tax under the deened paynment rule in the
regul ati ons.

Section 6651(a)(1) generally applies to the failure to
file any tax return by the due date (including extensions)
prescri bed therefore and applies in the context of section
1446 to a failure to file Form 8804. The penalty accrues at 5
percent of the ampunt of the tax that is required to be shown
on the return for each nonth or fraction of a nonth during
which the required return is not filed but not exceeding, in
t he aggregate, 25 percent of the amount required to be shown
as tax on the return. Simlarly, under section 6651(a)(2), for
each nonth after the date prescribed for paynment that a
taxpayer fails to pay the ampbunt shown as tax on any return,
there is added to the ampunt shown as tax 0.5 percent of such
tax not to exceed 25 percent in the aggregate. While section
6651(a) (1) applies upon a failure to file a return, and

section 6651(a)(2) only applies if a return has been filed,
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there are circunstances where both penalties can apply. See
6651(c). Both penalties provide an exception if it is shown
that such failure is due to reasonabl e cause and not due to
wi |l ful neglect.

Under the deened paynment rule of the final regulations,
di scussed above, a partnership that fails to pay 1446 tax with
respect to a foreign partner will be deened to have paid the
1446 tax associated with the ECTI allocable to such foreign
partner on the later of the date that such partner is
considered to have paid its U S. income tax under section
6513(a) and (b)(2), or the last date for paynment of the 1446
tax w thout extensions. Section 6651(b)(1) reduces the base
upon which the section 6651(a)(1) penalty is computed (the
anmount required to be shown as tax on the return) by the
partnership’ s actual and deemed paynent of tax, provided the
actual or deened paynent occurs on or before the date
prescri bed for paynent of the tax. To the extent the
partnership has not paid (or been deened to have paid) al
1446 tax due with respect to a partner as of the date
prescri bed for paynent of the tax, the failure to file penalty
under section 6651(a)(1l) will begin to accrue on the Form 8804
filing due date and will continue to accrue until the earlier

of the date that Form 8804 is actually filed, or the date that
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t he maxi mum nont hly accrual has occurred under the section;
i.e., five nonths. Stated differently, if a partnership fails
to file Form 8804 and the 1446 tax has not been paid or deened
paid by the date prescribed for paynent of the tax, the
failure to file penalty will begin to accrue and nmay only be
st opped by the partnership filing such formor the statutory
limt of the penalty being reached; paynent of the 1446 tax
(actual or deened) after the date prescribed for paynent of
the tax, w thout actually filing Form 8804, will not stop the
accrual of the penalty.

A simlar analysis applies to the accrual of the failure
to pay penalty under section 6651(a)(2). However, the failure
to pay penalty cannot be inposed unless Form 8804 is filed and
the accrual of the penalty can be stopped by paying the 1446
tax. Once Form 8804 is filed, the penalty accrues at a rate
of 0.5 percent of the ampount of the unpaid 1446 tax begi nni ng
on the due date for paynment of such tax (with regard to
ext ensions), regardl ess of when the formwas filed, and
continues to accrue each nonth on the unpaid 1446 tax until
the earlier of the date the 1446 tax is conpletely paid,
deenmed paid, or the maxi mum nonthly accrual of 25 percent in

the aggregate is reached. The time at which a partnership is
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deenmed to have paid 1446 tax for purposes of sections 1446,
1461, 1463, 6601, 6651, and 6655 is discussed above.

7. Application of de-minims rule of section 6655(f)

The proposed regul ations state that the principles of
section 6655 shall apply to a partnership conmputing its 1446
tax. Section 6655(f) provides that a corporation is not
required to pay estinmated tax when the anount of such tax is
| ess than $500. However, the proposed regul ati ons under
section 1446 do not address the application of the principles
of section 6655(f) in the context of section 1446.

One comment at or proposes that a partnership with nore
t han 100 nonresident alien partners should not be required to
pay 1446 tax (or any installment of such tax) on behalf of a
nonresident alien partner if the estimted ECTI allocable to
the nonresident alien partner does not exceed the annual
personal exenption provided to such partner under section 151
of the Internal Revenue Code. The comentator states that the
adm ni strative costs associated with the paynent of 1446 tax
for such partners is burdensonme when considered in |ight of
the fact that these foreign partners are often entitled to
refunds of such ampbunts. Further, the commentator suggests
that these nonresident alien partners, who otherw se have no

presence in the United States, often have difficulty in
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securing refunds and, as a result, are discouraged from
seeki ng such refunds because of the small dollar amounts
i nvol ved.

The final regul ations describe the application of the
principles of section 6655(f) for purposes of section 1446.
The final regulations provide that a partnership shall apply
the principles of section 6655(f) by taking into account all
foreign partners. That is, the partnership must conpare its
total 1446 tax liability for all foreign partners to the $500
threshold in section 6655(f). However, Treasury and the IRS
believe that the section 1446 regi ne should operate so that it
does not discourage investnment in the United States by
i nposing adm ni strative costs on partnerships that are
unrelated to insuring that the appropriate anmount of tax is
collected. Consequently, the tenmporary regul ations contain an
exception to this rule that applies in certain circunstances.

See part G 9. of this preanble, bel ow

8. Application of section 6655(i)

The proposed regul ati ons under section 1446 state that
the principles of section 6655 shall apply to a partnership
required to pay 1446 tax. Section 6655(i)(2) provides that
section 6655 shall apply to taxable years of less than 12

mont hs in accordance with regul ati ons prescribed by the
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Secretary. However, the proposed regul ati ons under section
1446 do not address the application of the principles of
section 6655(i)(2).

The final regulations provide that even if a partnership
has a taxable year of less than 12 nonths, the partnership is
required to pay 1446 tax (including installments of such tax)
if the partnership has ECTI allocable to foreign partners. 1In
such a case, the partnership shall adjust its install nent
paynments of 1446 tax in a reasonable manner (e.g., the
annual i zed amounts of ECTI estimated to be allocable to a
foreign partner, and the percentage of tax to be paid with
each installnment) to account for the short taxable year.
However, if the partnership s taxable year is a period of |ess
t han four nonths, the partnership shall only be required to
file Form 8804 in accordance with the regul ati ons and report
and pay the appropriate 1446 tax for the short taxable year.

D. Special Rule for Tiered Trust or Estate Structures--
81.1446-3(d)(2)(iii)

1. Backgr ound

The proposed regul ati ons contain several rules applicable
to donmestic and foreign trusts and estates. First, the
proposed regul ations require that a donestic grantor trust

provide a statement to the partnership that it is a grantor
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trust and al so provide docunentation (e.g., Form WS8BEN, Form
W9) of the grantor or other owner of the trust. A foreign
grantor trust nust provide Form W8IMY to the partnership
al ong with docunentation of the grantor or other owner of the
trust. In both of these situations, the partnership computes
its 1446 tax based on the status of the grantor or other
owner, rather than the trust, to the extent of such grantor or
other owner’s interest. All other trusts are required to
provi de Form W8BEN or Form W9, as appropriate, to the
partnership on their own behal f.

Second, the proposed regulations require a foreign non-
grantor trust (including an estate) to allocate the 1446 tax
paid by the partnership with respect to the trust or estate’'s
all ocabl e share of ECTI between the trust or estate and its
beneficiaries. This allocation is based upon the taxpayer
(trust/estate or beneficiary) that will ultimately report and
pay tax on the ECTI allocable fromthe partnership. The rule
is designed to match the tax credit under section 33 for the
1446 tax the partnership paid with the taxpayer that is
ultimately responsi ble for bearing the income tax liability on
the net incone allocated fromthe partnershinp.

Third, the proposed regulations contain a rule to

backstop the rule described in the previous paragraph. This
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so-called domestic trust rule provides that if a partnership
knows or has reason to know that a foreign person that is the
ultimate beneficial owner of the ECTI holds its interest in
the partnership through a donmestic non-grantor trust, or
possi bly other entities, and such trust was formed or avail ed
of with a principal purpose of avoiding the 1446 tax, then
such donmestic trust will be treated as a foreign trust and the
rul e described in the previous paragraph with respect to the
all ocation of the credit for 1446 tax paid will apply. When
applicable, this rule permits the IRS to i npose the 1446 tax
obligation on a partnership as if each donestic trust in the
chain is a foreign trust. Several coments, discussed bel ow,
were received regarding the trust rules in the proposed
regul ati ons.

2. Docunentati on requirenent for donestic grantor trusts

One commentator notes a difference in the docunmentation
requi rements for donmestic grantor trusts under sections 1441
and 1446. The commentator states that under section 1441, a
donmestic grantor trust can provide Form W9 to the w thhol di ng
agent in its own right, but under section 1446, the donestic
grantor trust nust provide the partnership a statenment that it
is a grantor trust and include the docunentation of the

grantor or other owner (e.g., Form W8BEN). The conment at or
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suggests that the final regulations elimnate this difference
and allow a donestic grantor trust to provide Form W9 in its
own right for purposes of section 1446, just as the trust is
entitled to do under section 1441.

The final regulations do not adopt this suggestion.
Treasury and the IRS believe that it is appropriate for a
partnership to conpute its 1446 tax liability with respect to
a grantor or other owner of a trust rather than the trust
itself because it is the grantor or other owner that is
responsi ble for reporting the ECTI on its U S. incone tax
return and paying tax with respect to the inconme. Further,
unl i ke section 1441, the w thhol ding obligation under section
1446 applies only to partnerships rather than to the last U S.
person in a chain |leading to the foreign beneficial owner of
incone. As a result, if a partnership does not pay the 1446
tax there is no assurance that the foreign person will file an
income tax return and pay the underlying tax liability.

3. Docunent ati on requirenent for foreign sinple trusts

One commentator notes a difference in the docunmentation
requi renments for foreign sinple trusts under sections 1441 and
1446. The comment ator states that under section 1441, a payer
of incone is required to | ook through a foreign sinple trust

and consi der the docunentation of the beneficiary of such
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trust, but under section 1446, the foreign sinple trust is
permtted to provide a Form W8 (e.g., Form W8BEN) on its own
behalf to the partnership to establish its foreign status.
The comrent at or suggests that the final regulations elimnate
this difference and require a partnership to | ook through a
foreign sinple trust to the beneficiary of such trust; i.e.,
require the beneficiary of such trust to provide a Form W8 or
Form W9 to establish its non-foreign or foreign status for
pur poses of section 1446, just as the beneficiary is required
to do under section 1441.

The final regulations do not adopt this conmment. Unlike
nost situations under section 1441 where the w thhol ding tax
ari ses by reason of a paynent of inconme, the income subject to
wi t hhol di ng under section 1446 is generally based upon an
amount that may or may not be distributed. As a result,
partnership income that is allocable to a foreign sinmple trust
may not enter into a sinple trust’s conputation of incone it
is required to distribute. The final regulations provide an
exanple of this circunstance where a foreign sinple trust does
not act as a nere conduit between the partnership and the
beneficiary with respect to the trust’s allocable share of
partnership ECTI. Consequently, Treasury and the IRS believe

that it is appropriate for a partnership to conpute its 1446
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tax liability with respect to a foreign sinple trust rather
than the trust’s beneficiary, and place the obligation on the
trust to allocate the tax credit for 1446 tax paid on the
trust’s share of partnership ECTI between the trust and its
beneficiary.

4. Donestic trust rule

One comment at or requests several nodifications to the so-
call ed donmestic trust rule. The commentator suggests that the
final regulations limt the application of the “reason to
know’ standard in the rule to situations where the partnership
and the partner are rel ated under section 707(b) or where the
I RS has formally notified the partnership in witing that the
claimof a named partner to be a donmestic person exempt from
section 1446 wi thholding is unreliable and nust be
di sregarded. The commentator al so suggests that the fina
regul ati ons specifically provide that the rule does not apply
to publicly traded partnerships, nom nees, or paying agents
that are financial institutions that are otherw se unrel ated
to the partnership.

Treasury and the I RS believe that the domestic trust rule
serves as an inportant backstop to the foreign trust rules in
the regul ation and should not be as narrowy limted as the

comment at or suggests. As a result, the final regulations do
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not limt the “reason to know' standard to situations where a
m ni mum t hreshol d of ownership can be shown. However, the
final regulations provide that a publicly traded partnership
within the nmeaning of 81.1446-4 (or a nom nee required to pay
1446 tax under 81.1446-4) will not be considered to know or
have reason to know that a domestic trust is formed or avail ed
of to avoid the 1446 tax, provided the interest held in such
entity by the domestic trust is publicly traded.

Finally, the commentator suggests that the final

regul ations clarify the termother entities found in the

domestic trust rule. In response to this comment, the final

regul ati ons have renoved the reference to other entities to

avoi d confusi on.

E. Publicly Traded Partnershi ps--81.1446-4

1. Backgr ound

The proposed regul ations contain special rules for
publicly traded partnerships to pay w thhol di ng tax under
section 1446. The rules generally require a publicly traded
partnership to pay 1446 tax on distributions of effectively
connected income (ECl) to its foreign partners, rather than
based upon a foreign partner’s allocable share of partnership
ECTI. The rules also permt the w thholding obligation to be

assunmed by a donestic nom nee holding an interest in the
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partnership on behalf of one or nore foreign partners. The
procedural aspects for having the nom nee assune this
liability were the subject of several comments.

2. Recei pt of a qualified notice and assunption of the 1446 tax

liability by a nom nee holding an interest in a publicly traded

partnership

Under 81.1446-4(b)(4) of the proposed regul ations, a
nom nee assunes the 1446 tax obligation for a foreign partner
on whose behalf it holds an interest in the partnership if the
nom nee receives a qualified notice froma publicly traded
partnership regarding a distribution that is attributable to
effectively connected inconme, gain or |oss of the partnership,
and that is provided in accordance with the notice
requirenents with respect to dividends described in 17 C.F. R
240.10b-17(b) (1) or (3) issued pursuant to the Securities
Exchange Act of 1934 (15 U S.C. 78a). The proposed
regul ati ons provide that a nom nee shall be treated as a
wi t hhol di ng agent only to the extent of the amount specified
in the qualified notice. Further, the proposed regul ations
require a nomnee to provide Form W9, “Request for Taxpayer

| dentification Nunmber and Certification,” to the partnership,
along with a statenment containing certain informtion
regarding the foreign persons on whose behal f the nom nee

hol ds the interest. The proposed regulations provide that if
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a nom nee furnishes Form W9 and the statenent to the
partnership, but a qualified notice is not received by the
nom nee fromthe partnership, the nom nee shall not be a

wi t hhol di ng agent subject to the rules of section 1446.
Further, in such case the partnership shall presune that such
nom nee is a nonresident alien or foreign corporation,

whi chever classification results in a higher 1446 tax being
due, and pay 1446 tax consistent with such presunption.

One commentator states that a literal reading of proposed
regul ati on 81.1446-4 requires that a publicly traded
partnership provide notice directly to a nom nee before the
notice is considered a qualified notice under the regul ations.

The comentator states that if this interpretation of the
regul ati ons was i ntended, then the qualified notice

requi rement conflicts with standard practice under which a
nom nee woul d not receive the qualified notice directly from
t he partnership when the notice requirenents of 17 C F. R

240. 10b-17(b) (1) or (3) are followed. Instead, under 81.1445-
8 and standard practice, notice is deened to have been

recei ved by the nom nee when notice is given to the Nati onal
Associ ation of Securities Dealers (NASD) or the Securities
Exchange on which the publicly traded partnership is

regi stered, and such notice is published follow ng certain
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procedures. Accordingly, the comrentator requests
clarification as to whether a publicly traded partnership nust
directly notify a nomnee to provide a qualified notice under
t he regul ations, or whether the partnership can follow the
general notice procedures of 17 C. F. R 240.10b-17(b) (1) or
(3).

In response, the final regulations clarify when a
qualified notice is received by a nom nee. The final
regul ati ons do not require a publicly traded partnership to
directly notify a nomnee to provide a qualified notice under
81.1446-4. Rather, the regul ations provide, consistent with
81.1445-8 and standard practice, that a publicly traded
partnership can provide the qualified notice in accordance
with the notice requirenments with respect to dividends
described in 17 CF. R 240.10b-17(1) or (3) issued pursuant to
the Securities Exchange Act of 1934, 15 U. S.C. §78a et. seq.,
and such notice will be sufficient notice to all nom nees to
desi gnate them as w t hhol di ng agents under 81.1446-4 when such
notice is published in accordance with 17. C. F. R 240. 10b-
17(b) (1) or (3).

3. | dentification of nom nees under 81.1446-4

Under 81.1446-4(d) and (e) of the proposed regul ations, a

nomnee is required to provide Form W9 to the partnership to
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establish its status as a nom nee and include a statenent
regarding the foreign persons on whose behalf it holds an
interest in the partnership. |In response to coments, the
final regulations renove this requirenent. Publicly traded
partnershi ps are provided information concerning nom nees in
preparation of conpleting the Schedule K-1s issued for a
taxabl e year. See 81.6031(c)-1T. Further, publicly traded
partnerships are able to determ ne the nom nees hol di ng
interests in the partnership by other means. Accordingly,
Treasury and the I RS have determ ned that the notification
requi renment is not necessary to further the purposes of the

statute and shift the wi thholding responsibility to a non nee.

4. Extension of publicly traded partnership regine to other
part ner shi ps

The proposed regul ati ons requested comments as to whet her
the special rules applicable to publicly traded partnerships
shoul d be extended to other partnerships. No coments were
received in response to the request. Accordingly, no change
has been made in the final regulations to extend these rules.

5. Election to pay 1446 tax based upon partners’ allocable
share of ECTI

The proposed regul ations provide that a publicly traded

partnership may elect to pay 1446 tax based upon its foreign
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partners’ all ocable share of ECTI, rather than based upon
distributions. 1In response to comments, Treasury and the IRS
agree that this election provision is not adm nistrable as a
practical matter. Accordingly, the final regul ati ons renove
this election so that all publicly traded partnerships wll
pay tax based upon distributions of effectively connected
i ncone under 81.1446-4 of the regul ations.

In addition to the change di scussed above, the final
regul ati ons update the ordering rule with respect to
di stributions by renoving two provisions that are no | onger
rel evant.

F. Tiered Partnership Structures--81.1446-5

1. Application of the | ook through rules

Under the proposed regul ations, a lower-tier partnership
(LTP) that has received docunentation and information from a
partner that is a foreign partnership (UTP) may | ook through
the UTP to the partners of the UTP when conputing its 1446 tax
obligation. The touchstone of proposed regul ation 81.1446-5
is that the LTP nust be able to reliably associate (within the
meani ng of 81.1441-1(b)(2)(vii)) the UTP' s allocable share of
ECTI fromthe LTP with the partners of the UTP. Sever al
comment at ors request clarification as to whether an LTP can

| ook through a UTP if the LTP cannot reliably associate 100
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percent of the UTP' s all ocable share with the partners of the
UTP.

In response to this coment, the final regul ations nodify
t he | anguage found in proposed regulation 81.1446-5(c)(2) to
clarify that the | ook through regime is not an all or nothing
proposition. Rather, to the extent that an LTP can reliably
associate a portion of a UTP s allocable share of ECTI with a
partner of the UTP, the LTP will [ ook through when conputi ng
its 1446 tax (or an installment of such tax). This result is
consistent with the regi ne under section 1441. See 81.1441-

1(b) (2)(vii)(B)(2), Exanple 3 and Exanple 4.

2. Upper-tier donmestic partnership permtted to elect to have
| ook through by LTP

The proposed regul ati ons requested comments on whet her
the final regulations should permt a donmestic UTP to elect to
have an LTP | ook through the UTP in accordance with the rules
of 81.1446-5. Several comrentators note that this alternative
woul d be desirable and should be permtted in the final
regulations. |In addition, one commentator requests that, for
adm ni strative reasons, an LTP should be required to consent
to the election and agree to undertake the | ook through.

In response to the above comments, the final regul ations

permt a donmestic UTP to elect to have the | ook through rules
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of 81.1446-5 apply. Further, the final regulations require
that the LTP consent in witing to the election and thereby
agree to apply the rules. The UTP nust provide a Form W9 to
the LTP to establish its non-foreign status. 1In addition, the
UTP nmust attach to the Form W9 its election to have the | ook
t hrough provisions apply. UTP's election nust be in witing
to the LTP and received by the LTP at |east 15 days prior to
any installnment due date or Form 8804 filing due date for
which it will be considered. The LTP nust also consent to
undertake the |look through in witing. To make an election to
which the LTP can consent, the donestic UTP nust provide

i nformation, consistent with 81.1446-5, to the LTP to enable
such partnership to reliably associate (within the nmeaning of
81.1441-1(b)(2)(vii)) at least a portion of the UTP s

al l ocable share with a foreign partner of the UTP. |If the LTP
does not consent to the election then the LTP is to treat the
donmestic UTP as a U. S. person for purposes of section 1446.
Whet her the UTP is a donmestic or foreign partnership, and
regardl ess of whether the LTP | ooks through the UTP in
conputing its withholding tax, the UTP is still obligated to
report and pay tax under section 1446.

3. Clarify the application of the |ook through rules to
publicly traded partnerships in tiered structures
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Section 1.1446-5 of the proposed regul ations sets forth
t he | ook-through regime applicable to UTPs. The |ast sentence
of proposed regul ation 81.1446-5(c)(2) states “[t] he approach
set forth in this paragraph (c) shall not apply to
partnershi ps whose interests are publicly traded, See 81.1446-
4.” However, since the focus of 81.1446-5(c)(2) is on the
UTP, one comment ator requests clarification as to whether the
| ook-through regine can apply if the LTP is publicly traded
but the UTP is not publicly traded.

In response to the request, the final regul ations provide
two new paragraphs to describe the application of the | ook
t hrough rules to publicly traded partnerships in tiered
structures. The rules are based upon whether the publicly
traded partnership is an LTP or UTP. Under the final
regul ations, the | ook through rules of 81.1446-5 apply to a
publicly traded partnership (or its nom nees required to pay
1446 tax) that is an LTP if all the requirenents of 81.1446-5
are met. However, the final regulations also provide that the
| ook through reginme of 81.1446-5 will not apply to | ook
t hrough a publicly traded partnership where such partnership
is a UTP.

G 81.1446- 6T and Wthholding in Excess of a Partner’s
Actual Tax Liability
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1. Background regarding withholding in excess of a foreign

partner’s tax liability

The preanble to the proposed regul ati ons notes that a
partnership may be required to pay 1446 tax in excess of a
foreign partner’s actual tax liability because section 1446
does not take into account a foreign partner’s deductions and
| osses from outside the partnership during the year, or a
foreign partner’s | oss carryovers and, as discussed above,
section 1446 requires wi thholding at the highest statutory
rates generally applicable to a foreign partner with
effectively connected income. The preanble requested comments
on approaches to adjust the anount of a partnership’s 1446 tax
obligation that woul d be consistent with the statute and
| egi slative history and adm ni strabl e by partnershi ps,
partners, and the IRS. One such approach was di scussed in
part C.1. of this preanble, above.

2. Overvi ew of coments received

Treasury and the I RS received nunmerous comments
requesting that a partnership be permtted to take into
account a foreign partner’s avail able deductions and | osses
that are connected with gross incone that is effectively
connected (effectively connected deductions and | osses) when

conputing the partnership’s 1446 tax liability. Most
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comment at ors propose that a partnership be permtted to rely
on a certificate by a foreign partner regarding the partner’s
avai l abl e effectively connected deducti ons and | osses for the
t axabl e year. However, each comment ator proposes
qualifications and limtations on a foreign partner’s ability
to certify such deductions and | osses. The proposals are
di scussed bel ow.

Several comentators propose that a foreign partner with
a substantial presence in the United States be permtted to
certify deductions and | osses to the partnership. The
commentators differ on what constitutes substantial presence
in the United States. For exanple, one comrentator suggests
that only foreign partners with a 10 percent or greater
interest in the capital or profits of the partnership be
permtted to certify deductions and | osses. Anot her
comment at or suggests that the final regulations permt a
foreign partner to certify deductions and | osses to the
partnership only if the partner has substantial assets in the
United States, defined as a nultiple of the 1446 tax that the
partnership otherw se would be required to pay. A third
conment at or proposes an exenption from paying 1446 tax where
ECTI is allocable to a publicly traded foreign corporation, a

foreign corporation owned by a publicly traded corporation, or
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any other foreign partners with substantial assets, enployees,
or business activities in the United States to the extent such
entity informs the partnership that overw thhol ding wll
occur. Finally, one commentator proposes that a U S. branch
of a foreign bank or insurance conpany be entitled to certify
deductions and | osses to the partnership, post a security, or
ot herwi se reduce w thhol di ng because such banks and i nsurance
conpani es typically have substantial investnments in the United
St at es.

Most of the proposals al so suggest sone additi onal
measure designed to provide security to the governnent that
the appropriate partner-level U S. income tax due will be
paid. One commentator’s proposal conditions a foreign
partner’s certificate of deductions and | osses on the tax book
val ue of the partnership s assets being at |east equal to the
decrease in 1446 tax that results fromconsidering all foreign
partners’ certified deductions and | osses. This sane
comment at or al so suggests that a partnership remain |iable for
the 1446 tax if it is later determ ned that a foreign
partner’s deductions and | osses were overstated. A second
conment at or proposes that at least a portion of a foreign
partner’s certified deductions and | osses should have to be

reviewed and approved by a certified tax professional, and
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considered by a partnership only if at |east one U S. person
is involved in the partnership’s activities (e.g., the Tax
Matters Partner under section 6231).

Wth respect to which deductions and | osses may be
certified, nost of the commentators propose that the final
regul ati ons permt a foreign partner to certify deductions and
| osses from preceding years, as reflected on a partner’s prior
U.S. income tax return. One comentator proposes that a
partnership should be able to consider anticipated current
year deductions and | osses of a foreign partner, such as state
and | ocal taxes the partnership will pay on behalf of a
foreign partner. Another comrentator suggests that the prior
year safe harbor in the proposed regul ati ons shoul d be
br oadened to permt a partnership to consider a foreign
partner’s actual partner-|level deductions and tax liability
for the prior year when the partner’s only U S. business
activity is the partner’s investnent in the partnership.
Further, one commentator proposes a tiered system where
deductions related to the partnership could be certified to
the partnership without IRS involvenment, but deductions that
arise fromactivities that are unrelated to the partnership
woul d be subject to a nore stringent procedure.

Wth respect to other requirenents, nost of the
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comment ators prem se their proposals on a foreign partner
having filed tax returns in previous years. There was no
consensus regarding the appropriate filing history that should
be required of a foreign partner. However, one conmnent at or
proposes a special category, so-called “good driver” partners;
that is, foreign partners that have established that they have
timely filed Federal inconme tax returns in the United States
for the preceding three taxable years, who would be permtted
to certify deductions and | osses to the partnership w thout
| RS i nvol vement .

Several commentators propose that partner certificates
under section 1446 should be processed simlar to the reginme
in Rev. Proc. 2000-35 (2000-2 C.B. 211) (which permts
taxpayers to receive a certificate fromthe IRS to reduce or
elimnate w thhol di ng under section 1445). O her commentators
suggest that Rev. Proc. 2000-35 should be nodified to
accommodat e a new section 1446 certificate regine.

In response to the comments received, Treasury and the
| RS are issuing tenporary and proposed regul ations on this
matter with the final regulations. The tenporary and proposed
regul ati ons address many of the concerns regarding the
potential for section 1446 to require a partnership to pay

1446 tax in excess of a foreign partner’s actual tax



-69-
liability. The effective date of the tenporary regul ations
coincides with the effective date of the final regulations
issued in this publication. The tenporary regulations contain
rules that permt a partnership, in some circunstances, to
consider a foreign partner’s deductions and | osses that are
reasonably expected to be available to reduce the partner’s
U.S. inconme tax liability on the partner’s allocable share of
effectively connected income or gain fromthe partnership in
t he taxable year. The tenporary regulations contain elenents
of several of the suggested approaches. Treasury and the IRS
believe that the regulations set forth a procedure that wll
be adm ni strable by partnerships, partners, and the IRS. The

provi sions of the tenporary regul ations are outlined bel ow.

3. GCeneral overview of tenporary regul ations

I n general, under the tenporary regulations, certain
foreign partners may certify deductions and | osses to a
partnership to reduce the 1446 tax required to be paid by the
partnership with respect to ECTI allocable to such partners.

A foreign partner’s certificate may only be considered for the
partnership taxable year for which it is submtted.
Therefore, a foreign partner that wants to certify its

deductions and | osses in consecutive years nust submt a new



-70-
certificate each partnership taxable year in accordance with
the time requirements in the regulations (discussed in part
G 7. of this preanble) for the certification provisions to
apply. Before each installnment date or Form 8804 filing date
(w thout regard to extensions), the partnership wll
determ ne, on a partner-by-partner basis, whether the
procedures of the tenporary regulations may apply. A
partnership receiving a valid certificate under the tenporary
regul ations is not obligated to consider a partner’s certified
avai | abl e deductions and | osses (or may consider only a
portion of such deductions and |osses) in conputing its
wi thholding tax liability. Further, in sone cases, the
tenmporary regul ations may prohibit a partnership from
considering all of a partner’s certified | osses. For exanple,
the tenporary regul ations provide that a partnership may only
consider a foreign partner’s certified net operating |oss
(NOL) to offset 90 percent of the partner’s allocable share of
ECTI .

Under the tenporary regulations, a partnership permtted
to consider a foreign partner’s certificate is generally not
relieved fromliability for the 1446 tax under section 1461,
or for penalties or interest, if the partnership or the IRS,

inits sole discretion, determ nes that the partner’s
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certificate is defective, or the partner’s certificate is
updated and the 1446 tax due with respect to such partner

i ncreases. However, a partnership that reasonably relies on a
foreign partner’s certificate will not be subject to the
addition to the tax under section 6655 (as applied through
81.1446-3) for failing to make install ment paynments with
respect to the foreign partner during any period that the
partnership reasonably relied on the partner’s certificate. A
partnership that does not have actual know edge or reason to
know that a foreign partner’s certificate is defective nmay
reasonably rely on such certificate. A partnership is not
considered to have actual know edge or reason to know that a
foreign partner’s certificate (first certificate) is defective
if the partner submts an updated certificate that indicates

t hat the reasonably expected deductions and | osses are | ess
than the amount set forth on the first certificate, provided
such updated certificate cannot be considered for the
instal | ment period or unextended Form 8804 filing date because
such updated certificate was received |less than 10 days before
such date. The tenporary regul ations set forth those

ci rcunst ances under which a certificate will be considered

def ective, including, but not limted to, where the foreign

partner is not eligible to submt the certificate, or the
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partnership or the RS determ nes that the partner’s actual
avai |l abl e deductions and | osses are |l ess than the deductions
and | osses last certified to the partnership for the
partnership taxable year.

The regul ations also contain rules and exanpl es regarding
the extent of the partnership’s 1446 tax liability when a
certificate is determned to be defective. The regulations
provide that if a certificate is determ ned to be defective
for a reason other than the amount or character of the
deductions and | osses set forth on such certificate (e.qg.,
partner failed to tinely file a U S. incone tax return), then
the partnership shall be liable for the full 1446 tax (or any
install ment of such tax) due with respect to such partner,
wi thout regard to the certificate. However, this liability
may be elimnated if the partnership can denonstrate that it
is deened to have paid 1446 tax with respect to the partner
under the regul ations. See part C. 6. of this preanble. If it
is determ ned that a certificate is defective because the
actual deductions and | osses available to the foreign partner
are less than the anount certified to the partnership (other
than when it is determned that the partner certified the sane
deduction or loss to nore than one partnership), or that the

character of the certified deductions and | osses i s erroneous,
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then the partnership shall be liable for 1446 tax (or any
instal l ment of such tax) with respect to such partner only to
the extent the partnership considered the certified deductions
and | osses in an anount greater than the amount determ ned to
be actually available to the partner and permtted to be used
under 81.1446-1 through 81.1446-6T or to the extent the
erroneous characterization of the certified deductions and

| osses affects the calculation of the partnership’s 1446 tax
[iability.

If the IRS notifies the partnership that a foreign
partner’s certificate is defective, even if such notice
pertains to a certificate submtted for a prior partnership
t axabl e year, the partnership will not be permtted to rely on
any current certificate fromthe foreign partner then in its
possessi on, or any certificate the foreign partner submts
thereafter, until the I RS again notifies the partnership in
writing and revokes or nodifies the original notice.

The procedures avail able under the tenporary regul ations
are only available to a foreign partner that has provided
adequat e docunentation to a partnership under 8§1.1446-1.
Further, the procedures do not apply to a publicly traded
partnership subject to 81.1446-4.

4. Partners permtted to certify deductions and | osses under
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tenporary regul ati ons

Under the tenporary regul ations, only certain foreign
partners may submt a certificate to a partnership for
pur poses of section 1446. 1In general, a foreign partner may
submt a certificate only if the partner has submtted
docunentation to the partnership in conpliance with 81.1446-1
and, anong other requirenents, can represent that it tinmely
filed, or will tinely file, a U S. Federal incone tax return
for each of the preceding four taxable years and the partner’s
t axabl e year during which the certificate is considered. The
partner must also represent that it tinmely paid all tax shown
on such returns (or will tinmely pay all tax shown on such
returns). The filing and paynent requirenents ensure that the
foreign partner is in the United States inconme tax system has
filed returns for a reasonable period of tinme, and provide
sone assurance that the partner will file its U. S. inconme tax
return (and pay all tax shown on such return) for the year the
certificate is considered. Although the tenporary regulations
are generally effective for partnership taxable years
begi nning after the date that the regulations are issued, a
foreign partner’s prior filing of U S. Federal inconme tax
returns may contribute to nmeet the filing requirenment set

forth in the tenporary regul ati ons.



-75-

Because trusts and estates are not always pure conduits
for tax purposes it is difficult for a partnership to
determ ne the taxpayer (i.e., trust/estate or beneficiary)
that will pay tax on the ECTI allocated to the trust or
estate. As a result, the tenporary regul ations generally do
not permt foreign trusts or estates to submt a certificate
to the partnership. However, the regul ations provide an
exception for a grantor trust under sections 671 through 679
of the Code where the grantor or other owner of such trust
neets the docunentation requirenents set forth in 81.1446-1
and the requirenments for submtting a certificate under the
tenporary regul ations.

Wth respect to tiered partnership structures, the
tenporary regulations permit a |lower-tier partnership to
consider the certificate of a foreign partner of an upper-tier
partnership only when the | ook through provisions of the
regul ati ons (section 1.1446-5) otherw se apply and the | ower-
tier partnership is treating the foreign partner of the upper-
tier partnership as if the partner were a direct partner in
the |l ower-tier partnership for purposes of conputing its
section 1446 tax obligation. See 81.1446-5(c)(2). In that
situation, the foreign partner’s certificate would first be

provided to the upper-tier partnership and then provided by
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the upper-tier partnership to the lower-tier partnership.

5. Deductions and |osses pernitted to be certified under

temporary regul ati ons

If a foreign partner nmeets the requirements of the
tenporary regul ations, the foreign partner may submt a
certificate to the partnership for the partnership taxable
year that sets forth the deductions and | osses (other than
charitabl e deductions) the partner reasonably expects to be
avai l able to reduce the partner’s U S. income tax liability on
the partner’s allocable share of effectively connected incone
or gain fromthe partnership for such partnership taxable
year. Except as otherw se provided in the regul ations, al
deductions and | osses set forth in the certificate nust
generally be reflected on the partner’s tinely filed (or to be
timely filed) U S. income tax return for the partner’s
i mmedi ately precedi ng taxable year. That is, a foreign
partner can only certify deductions and | osses that are or
will be reflected on the partner’s U. S. incone tax return
filed for a taxable year ending prior to the installnment due
date or Form 8804 filing date (w thout regard to extensions)
for the partnership taxable year for which the certificate is
consi dered (and no antici pated deduction or loss with respect

to current operations may be considered). However, a partner
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that has a loss that is set forth on a Schedule K-1 issued by
the partnership for a prior year, but is not reflected on a
prior year return because the |oss was suspended under section
704(d) and, therefore, not deductible, may certify such | oss
to the partnership that issued the Schedul e K-1.

Treasury and the I RS believe that limting a
partnership’s consi deration of deductions and | osses to those
reflected or to be reflected on a prior year return of the
partner provides a bright line rule that facilitates
adm ni stration, furthers the purposes of the statute, and
avoi ds the uncertainty associated with fluctuations in
estimtes of current year activities. The approach is
consistent with section 1445, another chapter 3 w t hhol di ng
regime. See Rev. Proc. 2000-35, 2000-2 C.B. 211, 84.06. The
tenmporary regul ations contain additional limtations on the
deductions and | osses that may be certified.

6. Requi renent under tenporary regul ations that partnerships

turn over certificates to I RS

A partnership that considers a foreign partner’s
certificate to any extent when conputing its 1446 tax (or any
instal |l ment of such tax) nust file Form 8813, “Partnership
W t hhol di ng Tax Paynment Voucher (Section 1446),” or Forns 8804

and 8805, whichever is applicable, for the period the
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partnership considers such certificate, even if there is no
1446 tax due with respect to such partner. The partnership
must attach such partner’s certificate to Form 8813 or Form
8805 filed for the period. The partnership nust also attach
its 1446 tax calculation for such foreign partner and such
cal cul ati on nmust clearly denonstrate the use of the certified
deductions and | osses, and the effect on the 1446 tax owed (or
instal |l ment of such tax) with respect to such partner. A Form
8805 nust be issued to each foreign partner whose certificate
is considered by the partnership in conputing the
partnership’'s 1446 tax on Form 8804, regardl ess of whether the
partnership nust pay any 1446 tax.

7. Timng requirenents for submtting certificates, updated
certificates, and status updates under tenporary regul ations

A foreign partner that desires to certify deductions and
| osses to a partnership under the tenporary regul ations nust
submt its first certificate for the partnership taxable year
so that it is received by the partnership at |east 30 days
prior to the partnership installnent due date or the Form 8804
filing date (without regard to extensions) for the partnership
t axabl e year for which the partner would like the certificate
to be considered in the partnership’s conputation of the 1446

tax (or any installnment of such tax) due with respect to the
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partner. A partner that has not yet filed a U.S. incone tax
return required to be tinely filed under the regul ations may
generally represent that such return will be tinely filed.
However, the certificate submtted to the partnership nust
speci fy any taxable year for which no return has been filed
and the partner nust update the certificate no |ater than 10
days after the date that it files a U S. Federal inconme tax
return for any year specified. |If the partner has not filed a
prior year return when submtting its first certificate, and
does not file such return and trigger the requirement to
provi de an updated certificate, then the foreign partner nust
provide a status update to the partnership so that it is
received by such partnership at |east ten days prior to the
partnership’s final installnment paynent date, setting forth
such information regarding the filing due date of any U. S.

i nconme tax returns that have not been filed. If no status
update is received, the partnership nust disregard the
certificate the partner submtted for the fourth install nent
due date and when conpleting its Form 8804 for the taxable
year. In that case, provided the other requirenments of the
regul ati ons were net, the partnership will still be considered
to have reasonably relied on the certificate for the first

three install ment periods of the taxable year.



- 80-

A foreign partner that submts a certificate and | ater
determ nes that the deductions and | osses reasonably expected
to be available are | ess than the correspondi ng anounts
previously certified for the taxable year, or otherw se
determ nes that the certificate is incorrect (e.g., a
certified ordinary loss is actually capital in character), is
required to provide an updated certificate to the partnership
within 10 days of the date that the foreign partner makes such
determ nation. A partner submtting an updated certificate
must attach a copy of the certificate that is being updated
(superseded certificate).

Consi stent with the voluntary nature of the tenporary
regul ati ons, a partnership may consi der an updated certificate
inits conputation of 1446 tax (or any install ment of such
tax) due with respect to a foreign partner for any period for
which tax is otherwise due if the partnership receives the
updated certificate at |east 10 days prior to the install nent
payment or Form 8804 filing date (w thout regard to
extensions) for the partnership taxable year for which the
certificate and updated certificate are submtted. An updated
certificate that may be considered under the previous sentence
supersedes all prior certificates submtted by the foreign

partner for the sanme partnership taxable year, beginning with
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the install nent period or Form 8804 filing date (w thout
regard to extensions) for which the partnership may consider
the updated certificate.

8. Additional requirenments for certificates under tenporary

regul ati ons

The tenporary regulations require a foreign partner that
submts a certificate to a partnership to provide certain
informati on and make representations on the certificate
provi ded. For exanple, a foreign partner nust provide the
partnership a certificate that includes the partnership’ s
name, address, and Taxpayer ldentification Nunber (TIN), the
partner’s nane, address, and TIN, and the partnership taxable
year for which the certificate is submtted. Further, a
foreign partner nust represent that any certified deductions
and | osses set forth on the certificate have been reflected on
atinmly filed U S. inconme tax return, consistent with
sections 874 and 882 and the regul ations thereunder, and that
the certified deductions and | osses have not been certified to
anot her partnership for the purpose of reducing the 1446 tax
of such other partnership for the sane taxable year
Moreover, a foreign partner nust set forth the character of
any certified deductions and | osses (e.g., long-term capital

or ordinary) and identify any particul ar deductions and | osses
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t hat have special characteristics (e.g., passive activity
| osses under section 469, suspended | osses under section
704(d)) or that are subject to limtations that need to be
consi dered by the partnership. Finally, a foreign partner
must represent that the certified deductions and | osses have
not been disallowed by the IRS as part of a proposed
adj ust nent described in 8601.103(b) (relating to exam nation
and determ nation of tax liability) or 8601.105(b) (relating
to exam nation of returns). A foreign partner’s certificate,
and any updated certificate, nust be signed by the foreign
partner, or its authorized representative, under penalties of
perjury.

9. Exenption from w t hhol di ng under the tenporary

regul ati ons

In addition to the provisions discussed above, the
tenporary regulations pernmt a nonresident alien partner to
certify to the partnership that the partnership investnent is
(and will be) the only activity of the partner for the
partner’s taxable year that gives rise to effectively
connected incone, gain, deduction, or loss. 1In such a case,
the partnership is not required to pay 1446 tax (or any
install ment of such tax) with respect to such partner if the

partnership estimtes that the annualized (or, in the case of
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a partnership conpleting its Form 8804, the actual) 1446 tax
due with respect to such nonresident alien partner is |ess
than $1,000. In determ ning whether the annualized (or
actual) 1446 tax due with respect to the partner is |ess than
$1, 000, the partnership shall not take into account any of the
partner’s certified deductions or | osses under the provisions
of the tenporary regulations. The subm ssion of a certificate
under this exception is subject to all the general rules in
t he tenporary regqulations (e.g., partner has (or will) tinely
file its U.S. inconme tax return for the preceding four years
(and pay all tax shown on such returns), the timng rules for
subm ssion of the certificate are met) with respect to
submtting a certificate. Further, a nonresident alien
partner that submts such a certificate to the partnership
must submt a statenment in witing to the partnership revoking
the certificate if the partner invests or otherw se engages in
anot her activity during the partner’s taxable year that may
give rise to effectively connected itenms. A partnership
receiving a statenent that the partner’s investnent in the
partnership is (and will be) the partner’s only activity
giving rise to effectively connected itens nay reasonably rely
on such certificate provided it has no actual know edge or

reason to know that the certificate is defective. Furt her,
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the partnership remains liable for the 1446 tax, and all
additions to the tax (other than the addition to the tax under
section 6655 as applied through 81.1446-3 for such periods
during which the partnership reasonably relied on the
certificate), interest, and penalties if the IRS, inits sole
di scretion, determ nes that such partner’s certificate is
defecti ve.

10. Effective Date of Tenporary Regul ati ons

The tenporary regulations are effective for partnership
t axabl e years beginning after the date the final regul ations
are published in the Federal Register. However, Treasury and
the RS believe that the tenporary regul ati ons should be
i medi ately avail able for qualifying partners. Therefore, a
partnership may elect to apply the tenmporary regulations to
partnership taxabl e years begi nning after Decenber 31, 2004,
provi ded such partnership also elects to apply the final
regul ati ons under 881.1446-1 through 1.1446-5, which otherw se
woul d be effective for taxable years beginning after May 18,
2005, to partnership taxable years begi nning after Decenber
31, 2004.

Ef f ecti ve Dat es

These regul ations are effective for partnership taxable

years beginning after May 18, 2005. However, a partnership
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may el ect to apply the provisions of the final regulations to
partnership taxabl e years begi nning after Decenber 31, 2004.
A partnership nmay also elect to apply the tenporary
regul ations included in this docunent to partnership taxable
years begi nning after Decenber 31, 2004, provided that the
partnership also elects to apply the final regulations to

partnership taxabl e years begi nning after Decenber 31, 2004.

Ef fect on Other Docunents

The follow ng publications will be obsolete for
partnership taxable years beginning after May 18, 2005, or for
partnership taxabl e years begi nning after Decenber 31, 2004,
if the partnership makes an el ection under 81.1446-7:

Rev. Proc. 89-31 (1989-1 C.B. 895)

Rev. Proc. 92-66 (1992-2 C.B. 428)
Speci al Anal yses

It has been determ ned that the final and tenporary
regul ati ons are not a significant regulatory action as defined
in Executive Order 12866. It also has been determ ned that
section 553(b) of the Admi nistrative Procedures Act (5 U S.C
chapter 5) does not apply to these regulations. Wth respect
to the final regulations it is hereby certified that the

collections of information contained in 81.871-10, 81.1446-1
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(pertaining to donestic grantor trusts), and 81.1446-3
(pertaining to foreign trusts), will not have a significant
econom ¢ i npact on a substantial number of small entities.
This certification is based upon the fact that only limted
smal | entities are inpacted by these collections and the
burden associated with such collections is 0.5 hours. Wth
respect to the collections of information in 881.1446-3
(pertaining to a partnership required to notify its foreign
partners of an installment paynment of 1446 tax paid on behalf
of such partner) and 1.1446-4, it is hereby certified that
these sections will not inpose a significant econom c i npact
on a substantial nunmber of small entities. This certification
is based upon the fact that while approximtely 15,000 small
entities will be inpacted by these sections, the estimted
annual burden associated with these sections is only 0.5 hours
per respondent. Moreover, the information collection in
81.1446-4 is voluntary. Therefore, a Regulatory Flexibility
Anal ysis under the Regulatory Flexibility Act (5 U S. C
chapter 6) is not required. For applicability of the RFA to
the tenporary regul ation, please refer to the cross-referenced
NPRM publ i shed el sewhere in this issue of the Federa
Regi ster. Pursuant to section 7805(f) of the Code, the Notice

of Proposed Rul emaking preceding the final regulation was
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submtted to the Chief Counsel for Advocacy of the Small
Busi ness Adm ni stration for comrent on its inpact on snal
busi ness. Further, pursuant to section 7805(f) of the Code,
the tenporary regulation included in this docunent has been
submtted to the Chief Counsel for Advocacy of the Small
Busi ness Adm ni stration for coment on its inpact on snal
busi ness.
Drafting Informtion

The principal author of the final and tenporary
regulations is David J. Sotos, fornerly of the Ofice of the
Associ ate Chief Counsel (International). However, other
personnel fromthe Treasury Departnent and IRS participated in
t heir devel opnent.
Li st of Subjects

26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents

26 CFR Part 301

Enmpl oynent taxes, Estate taxes, Excise taxes, G ft taxes,
| ncone taxes, Penalties, Reporting and Recordkeepi ng
requi renents.

26 CFR Part 602

Reporti ng and recordkeepi ng requirenments.

Amendnments to the Regul ations
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Accordingly, 26 CFR parts 1, 301, and 602 are anended as
foll ows:
PART 1--1 NCOVE TAXES
Paragraph 1. The authority citation for part 1 continues
to read in part as follows:
Aut hority: 26 U.S.C. 7805 * * ~*

81.1446-3 al so issued under 26 U. S.C. 1446(f).
81.1446-4 al so i ssued under 26 U.S.C. 1446(f).* * *

Par. 2. In 81.871-10, paragraph (d)(3) is anmended by
addi ng four sentences at the end of the paragraph, and
paragraph (e) is anended by revising the first sentence to
read as follows:

81.871-10 Election to treat real property incone as

effectively connected with U.S. business.

* * *x k% %

(d) * * %

(3) Election by partnership. * * * A nonresident alien or

foreign corporation that nakes an el ection generally nust

provi de the partnership a Form W8ECI, “Certificate of Foreign
Person’s Claimfor Exenption from Wthhol ding on I ncone

Ef fectively Connected with the Conduct of a Trade or Busi ness
in the United States,” and attach to such forma copy of the

el ection (or a statenment that indicates that the nonresident
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alien or foreign corporation will make the el ection).
However, if the nonresident alien or foreign corporation has
already submtted a valid formto the partnership that
establi shes such partner’s foreign status, the partner shall
furnish the partnership a copy of the election (or a statenent
that indicates that the nonresident alien or foreign
corporation will make the election). To the extent the
partnership has inconme to which the election pertains, the
partnership shall treat such inconme as effectively connected
i ncome subject to w thhol ding under section 1446. See al so
81.1446- 2.

(e) Effective dates. This section shall apply for

t axabl e years beginning after Decenber 31, 1966, except the
| ast four sentences of paragraph (d)(3) of this section shal
apply to partnership taxable years beginning after May 18,
2005, or such earlier tinme as the regul ati ons under 881.1446-1
t hrough 1.1446-5 apply by reason of an el ection under 81.1446-
7 % x %

Par. 3. Section 1.1443-1 is anended by revising
par agraphs (a) and (c)(1)to read as foll ows:

81.1443-1 Foreign tax-exenpt organi zations.

(a) Inconme includible in conmputing unrel ated busi ness

taxable incone. In the case of a foreign organization that is




-90-
described in section 501(c), anounts paid or effectively
connected taxable income allocable to the organi zati on that
are includible under section 512 and section 513 in conputing
the organi zation’s unrel ated busi ness taxable incone are
subject to w thhol ding under 881.1441-1, 1.1441-4, 1.1441-6,
and 1.1446-1 through 1.1446-6T, in the sane manner as paynents
or allocations of effectively connected taxable inconme of the
sane anmobunts nade to any foreign person that is not a tax-
exenpt organi zation. Therefore, a foreign organi zation
recei ving anmounts includible under section 512 and section 513
in conmputing the organization’s unrel ated busi ness taxable
income may claiman exenption fromw thholding or a reduced
rate of withholding with respect to that incone in the sane
manner as a foreign person that is not a tax-exenpt
organi zation. See 81.1441-9(b)(3) for a presunption that
anounts are includible under section 512 and section 513 in
conmputing the organi zation’s unrel ated busi ness taxabl e incone
in the absence of reliable certification. See also 81.1446-
3(c)(3), applying this presunption in the context of section

1446.

(c)* * *(1) In general. This section applies to paynents

made after Decenber 31, 2000, except that the references in
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paragraph (a) of this section to effectively connected taxable
i ncome and wi t hhol di ng under section 1446 shall apply to
partnership taxabl e years beginning after May 18, 2005, or
such earlier time as the regul ations under 881.1446-1 through
1.1446-5 apply by reason of an election under 81.1446-7.
%k ok * %

Par. 4. Sections 1.1446-0 through 1.1446-5, 1.1446-6T
and 1.1446-7 are added to read as foll ows:

81.1446-0 Table of contents. This section |lists the captions

contained in 881.1446-1 through 1.1446-7.

81.1446-1 Wthholding tax on foreign partners’ share of
effectively connected taxable incone.

(a) In general.

(b) Steps in determ ning 1446 tax obligation.

(c) Determ ning whether a partnership has a foreign partner.
(1) I'n general.

(2) Subm ssion of Forms W8BEN, W8I M, WS8ECI, WS8EXP, and W
9

(i) I'n general.

(ii) Wthholding certificate applicable to each type of
partner.

(A) U.S. person.

(B) Nonresident alien.

(C) Foreign partnership.

(D) Disregarded entities.

(E) Donestic and foreign grantor trusts.

(F) Nom nees.

(G Foreign governnents, foreign tax-exenpt organizations and
ot her foreign persons.

(H) Foreign corporations, certain foreign trusts, and foreign
estates

(iii) Effect of Forms W8BEN, W8I M, WS8ECI, WS8EXP, W9, and
st at enent .

(A) Partnership reliance on wthholding certificate.
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(B) Reason to know.

(C) Subsequent know edge and i npact on penalties.

(iv) Requirenents for certificates to be valid.

(A) When period of validity expires.

(B) Required information for Forms W8BEN, W8I MY, WS8ECI, and
W 8EXP.

(v) Partner nust provide new wi thholding certificate when
there is a change in circunstances.

(vi) Partnership nmust retain w thholding certificates.

(3) Presunptions in the absence of valid Form W8BEN, Form W
81 MY, Form W8ECI, Form WS8EXP, Form W9, or statenent.

(4) Consequences when partnership knows or has reason to know
t hat Form W 8BEN, Form W8I MY, Form WS8ECI, Form W8EXP, or
Form W9 is incorrect or unreliable and does not w thhol d.

(5) Acceptable substitute form

81.1446-2 Determning a partnership’s effectively connected
taxabl e incone allocable to foreign partners under section
704.

(a) I'n general.

(b) Conputati on.

(1) I'n general.

(2) Income and gain rules.

(i) Application of the principles of section 864.
(ii) Income treated as effectively connect ed.
(iii1) Exenpt incone.

(3) Deductions and | osses.

(i) Gl and gas interests.

(ii) Charitable contributions.

(ii1) Net operating |losses and ot her suspended or carried
| osses.

(iv) Interest deductions.

(v) Limtation on capital |osses.

(vi) Other deductions.

(vii) Limtations on deductions.

(4) O her rules.

(i) Exclusion of itens allocated to U.S. partners.
(ii) Partnership credits.

(5) Exanpl es.

81.1446-3 Tinme and nanner of cal cul ati ng and payi ng over the
1446 t ax.

(a) I'n general.
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(1) Calculating 1446 t ax.

(2) Applicabl e percentage.

(i) I'n general.

(ii) Special types of income or gain.

(b) Install ment paynents.

(1) I'n general.

(2) Cal cul ation.

(i) CGeneral application of the principles of section 6655.
(i1) Annualization nethods.

(iii) Partner’s estimated tax paynents.

(iv) Partner whose interest term nates during the
partnership’s taxabl e year.

(v) Exceptions and nodifications to the application of the
principles under section 6655.

(A) Inapplicability of special rules for |arge corporations.
(B) Inapplicability of special rules regarding early refunds.
(C) Period of underpaynent.

(D) Other taxes.

(E) 1446 tax treated as tax under section 11.

(F) Application of section 6655(f).

(G Application of section 6655(i).

(H) Current year tax safe harbor

(1) Prior year tax safe harbor.

(3) 1446 tax safe harbor.

(i) I'n general.

(ii) Permssion to change to standard annuali zation net hod.
(c) Coordination with other w thhol ding rules.

(1) Fixed or determ nable, annual or periodical incomne.

(2) Real property gains.

(i) Domestic partnerships.

(ii) Foreign partnerships.

(3) Coordination with section 1443.

(d) Reporting and crediting the 1446 tax.

(1) Reporting 1446 tax.

(i) Reporting of installnment tax payments and notification to
partners of installnment tax paynments.

(ii) Paynment due dates.

(iii) Annual return and notification to partners.

(iv) Information provided to beneficiaries of foreign trusts
and estates.

(v) Attachnments required of foreign trusts and estates.

(vi) Attachnments required of beneficiaries of foreign trusts
and estates.
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(vii) Information provided to beneficiaries of foreign trusts
and estates that are partners in certain publicly traded
partnerships.

(2) Crediting 1446 tax against a partner’s U S. tax liability.
(i) I'n general.

(ii1) Substantiation for purposes of claimng the credit under
section 33.

(iii) Special rules for apportioning the tax credit under
section 33.

(A) Foreign trusts and estates.

(B) Use of donestic trusts to circunvent section 1446.

(iv) Refunds to withhol ding agent.

(v) 1446 tax treated as cash distribution to partners.

(vi) Exanples.

(e) Liability of partnership for failure to w thhol d.

(1) I'n general.

(2) Proof that tax liability has been satisfied and deened
payment of 1446 t ax.

(3) Liability for interest, penalties, and additions to the

t ax.

(i) Partnership.

(ii) Foreign partner.

(4) Exanpl es.

(f) Effect of wi thholding on partner.

81.1446-4 Publicly traded partnerships.

(a) In general.

(b) Definitions.

(1) Publicly traded partnership.

(2) Applicabl e percentage.

(3) Noni nee.

(4) Qualified notice.

(c) Paying and reporting 1446 tax.

(d) Rules for designation of nom nees to withhold tax under
section 1446.

(e) Determning foreign status of partners.
(f) Distributions subject to w thhol ding.
(1) I'n general.

(2) In-kind distributions.

(3) Ordering rule relating to distributions.
(4) Coordination with section 1445(e)(1).

81.1446-5 Tiered partnership structures.
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(a) I'n general.

(b) Reporting requirenents.

(1) I'n general.

(2) Publicly traded partnerships.

(c) Look through rules for foreign upper-tier partnerships.
(d) Publicly traded partnerships.

(1) Upper-tier publicly traded partnership.

(2) Lower-tier publicly traded partnership.

(e) Election by a donestic upper-tier partnership to apply
| ook through rules.

(1) I'n general.

(2) Information required for valid election statenent.

(3) Consent of lower-tier partnership.

(f) Exanples.

81.1446- 6T Special rules to reduce a partnership’ s 1446 tax
with respect to a foreign partner’s all ocable share of
effectively connected taxable incone(tenporary).

(a) In general.

(b) Foreign partner to whomthis section applies.

(1) In general.

(2) Special rules.

(c) Certificate to reduce 1446 tax with respect to a foreign
part ner.

(1) In general.

(i) Deductions and |osses from the partnership from prior
t axabl e years.
(i) Deductions and |losses from sources other than the

partnership fromprior taxable years.

(iii) Limt on the consideration of a partner’s net operating

| oss deducti on.

(iv) Certificate of nonresident alien partner that

partnership investnent is partner’s only activity giving rise
to effectively connected itens.

(2) Time and form of certification.

(i) Time for certification provided to partnership.

(A) First certificate submtted for a partnership’ s taxable
year.

(B) Updated certificates and status updates.

(1) Foreign partner’s prior year tax returns not yet fil ed.

(2) O her circunstances requiring a foreign partner to submt an
updated certificate.

(3) Form and content of updated certificate.

(4) When partnership may consider an updated certificate.
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(i1) Formof certification.

(3) Notification to partnership when a partner’s certificate
cannot be relied upon.

(4) Partner to receive copy of notice.

(5) Partner’s certificate valid only for partnership taxable
year for which submtted.

(d) Effect of certificate of deductions and | osses on partners
and partnership.

(1) Effect on partner.

(i) No effect on substantive tax liability of foreign partner

(ii) No effect on partner’s estimated tax obligations.

(2) Effect on partnershinp.

(1) Reasonable reliance to relieve partnership fromaddition to
the tax under section 6655.

(ii) Filing requirenent.

(ii1) Continuing liability for w thhol ding tax under

section 1461 and for applicable interest and penalties.

(iv) Partner’s certified deductions and |osses to offset foreign
partner’s annualized all ocabl e share of partnership ECTI

(e) Exanples.

(f) Effective dates.

8§1.1446-7 Effective dates.

81.1446-1 Wthhol ding tax on foreign partners’ share of

effectively connected taxable incone.

(a) In general. |If a donestic or foreign partnership has

effectively connected taxable inconme (ECTI) as conputed under
81.1446-2 for any partnership tax year, and any portion of
such taxable incone is allocable under section 704 to a
foreign partner, then the partnership nust pay a w thhol di ng
tax under section 1446 (1446 tax) at the tinme and in the
manner prescribed in this section, and 881. 1446-2 through

1.1446-6T.
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(b) Steps in determning 1446 tax obligation. In

general, a partnership determnes its 1446 tax as follows.

The partnership determ nes whether it has any foreign partners
in accordance with paragraph (c) of this section. |If the
partnershi p does not have any foreign partners (including any
person presuned to be foreign under paragraph (c) of this
section and any donestic trust treated as foreign under
81.1446-3(d)) during its taxable year, it generally will not
have a 1446 tax obligation. |If the partnership has one or
nore foreign partners, it then determ nes under 8§1.1446-2

whet her it has ECTI any portion of which is allocable under
section 704 to one or nore of the foreign partners. |[If the
partnership has ECTI all ocabl e under section 704 to one or
nore of its foreign partners, the partnership conmputes its
1446 tax, pays over 1446 tax, and reports the amount paid in
accordance with the rules in 81.1446-3. For special rules
applicable to publicly traded partnerships, see 81.1446-4. For
special rules applicable to tiered partnership structures, see
81.1446-5. For special rules that may apply in determ ning

t he amount of 1446 tax due with respect to a partner, see
81.1446- 6T.

(c) Determ ning whether a partnership has a foreign

partner--(1) In general. Except as otherwi se provided in this
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section, 81.1446-3, and 81.1446-5, only a partnership that has
at | east one foreign partner during the partnership’s taxable
year can have a 1446 tax liability. Generally, the term
foreign partner means any partner of the partnership that is
not a U.S. person within the nmeaning of section 7701(a)(30).
Thus, a partner of the partnership is generally a foreign
partner if the partner is a nonresident alien, foreign
partnership (see 81.1446-5 for rules that allow a | ower-tier
partnership to | ook through an upper-tier foreign partnership
to the partners of such partnership for purposes of conmputing
its 1446 tax), foreign corporation (which includes a foreign
government pursuant to section 892(a)(3)), foreign estate or
trust (see paragraph (c)(2) of this section for rules that
instruct a partnership to consider the grantor or other owner
of a trust under subpart E of subchapter J as the partner for
pur poses of conputing the partnership’ s 1446 tax), as those
terms are defined under section 7701 and the regul ations
t hereunder, or a foreign organization described in section
501(c), or other foreign person. A person also is a foreign
partner if the person is presunmed to be a foreign person under
paragraph (c)(3) of this section. For purposes of this
section, a partner that is treated as a U. S. person for al

i ncone tax purposes (by election or otherw se, see e.g.,
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sections 953(d) and 1504(d)) wll not be a foreign partner
provi ded the partner has provided the partnership a valid Form
W9, “Request for Taxpayer ldentification Nunmber and
Certification,” or the partnership uses other neans to
determ ne that the partner is not a foreign partner (see
paragraph (c)(3) of this section). A partner that is treated
as a U S. person only for certain specified purposes is
considered a foreign partner for purposes of section 1446, and
a partnership nust pay 1446 tax on the portion of ECTI
all ocable to that partner. For exanple, a partnership nust
generally pay 1446 tax on ECTI allocable to a foreign
corporate partner that has made an el ecti on under section
897(i).

(2) Subm ssion of Forms W8BEN, W8I M, WBSECI, WS8EXP

and WO9--(i) In general. Except as otherw se provided in this

par agraph (c)(2) or paragraph (c)(3) of this section, a
partnership nust generally determ ne whether a partner is a
foreign partner, and the partner’s tax classification (e.qg.,
corporate or non-corporate), by obtaining a w thhol ding
certificate fromthe partner that is a Form W 8BEN,
“Certificate of Foreign Status of Beneficial Owmer for United
States Tax Wt hhol ding,” Form W8I MY, “Certificate of Foreign

| nter medi ary, Fl ow Through Entity, or Certain U S. Branches
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for United States Tax Wthholding,” Form W8ECI, “Certificate
of Foreign Person’s Claimfor Exenption from Wthhol ding on
| ncone Effectively Connected Wth the Conduct of a Trade or
Business in the United States,” Form W8EXP, “Certificate of
Forei gn Governnment or other Foreign Organization for United
States Tax Wthholding,” or a Form W9, as applicable, or an
acceptabl e substitute formperm tted under paragraph (c)(5) of
this section. Generally, a foreign partner that is a
nonresident alien, a foreign estate or trust (other than a
grantor trust described in this paragraph (c)(2)), a foreign
corporation, or a foreign governnent should provide a valid
Form W 8BEN.

(ii) Wthholding certificate applicable to each type of

partner. A partner that submts a valid Form W8 (e.g., Form
W 8BEN) for purposes of section 1441 or 1442 will generally
satisfy the docunentation requirenments of this section

provi ded that the subm ssion of such formis not inconsistent
with the rules of this paragraph (c)(2) or paragraph (c)(3) of
this section. The following rules shall apply for purposes of
this section.

(A) U.S. person. A partner that is a U S. person (other

than a grantor trust described in this paragraph (c)(2)),

i ncluding a donestic partnership and donestic sinple or
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conplex trust (including an estate), shall provide a valid
Form W 9.

(B) Nonresident alien. A FormWS@8 (e.g., Form W 8BEN)

subm tted by a nonresident alien for purposes of withholding
under section 1441 will generally be accepted for purposes of
section 1446. |If no such formis submtted for purposes of
section 1441, such nonresident alien shall submt Form W 8BEN
for purposes of section 1446.

(C) Foreign partnership. A partner that is a foreign

partnership generally shall provide a valid Form W8I MY for
pur poses of section 1446. See 81.1446-5 (permtting a | ower-
tier partnership to | ook through an upper-tier foreign

partnership in certain circunstances when conputing 1446 tax).

(D) Disregarded entities. An entity that is disregarded

as an entity separate fromits owner under 8301.7701-3 of this
chapter (whether donestic or foreign) shall not submt a Form
W8 (e.g., Form W8BEN) or Form W9. Instead, the owner of
such entity for Federal tax purposes shall submt appropriate
docunentation to conply with this section. See 88301.7701-1

t hrough 301. 7701-3 of this chapter for determning the U S.

Federal tax classification of a partner.
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(E) Donestic and foreign grantor trusts. To the extent

that a grantor or other person is treated as the owner of any
portion of a trust under subpart E of subchapter J of the

| nternal Revenue Code, such trust shall provide docunentation
under this paragraph (c)(2) to identify the trust as a grantor
trust and provi de docunentation on behalf of the grantor or

ot her person treated as the owner of all or a portion of such
trust as required by this paragraph (c)(2). |If such trust is
a foreign trust, the trust shall submt Form WS8IMY to the
partnership identifying itself as a foreign grantor trust and
shal | provide such docunentation (e.g., Forms W 8BEN, W8I My,
W8ECI, WS8EXP, or W9) and information pertaining to its
grantor or other owner to the partnership that permts the
partnership to reliably associate (within the neaning of
81.1441-1(b)(2)(vii)) such portion of the trust's allocable
share of partnership ECTI with the grantor or other person
that is the owner of such portion of the trust. |If such trust
is a donestic trust, the trust shall furnish the partnership a
statenent under penalty of perjury that the trust is, in whole
or in part, a donmestic grantor trust and such statenent shal
identify that portion of the trust that is treated as owned by
a grantor or another person under subpart E of subchapter J of

the Internal Revenue Code. The trust shall also provide such
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docunment ation and information (e.g., Forms W8BEN, W8I MY, W
8ECI, WS8EXP, or W9) pertaining to its grantor or other
owner(s) to the partnership that permts the partnership to
reliably associate (within the nmeaning of 81.1441-
1(b)(2)(vii)) such portion of the trust's allocable share of
partnership ECTI with the grantor or other person that is the
owner of such portion of the trust.

(F) Nom nees. Where a nom nee holds an interest in a
partnership on behalf of another person, the beneficial owner
of the partnership interest, not the nom nee, shall submt a
Form W8 (e.g., Form W8BEN) or Form W9 to the partnership or
nom nee that is the w thhol di ng agent.

(G Foreign governnents, foreign tax-exenpt

organi zati ons and other foreign persons. A FormWS8 (e.qg.,

Form W 8EXP) submitted by a partner that is a foreign
governnment, foreign tax-exenpt organi zation, or other foreign
person for purposes of w thholding under 881441 through 1443
will also operate to establish the foreign status of such
partner under this section. However, except as set forth in
81.1446-3(c)(3) (regarding certain tax-exenpt organi zations
described in section 501(c)), the subm ssion of Form W 8EXP
wi Il have no effect on whether there is a 1446 tax due with

respect to such partner’s allocable share of partnership ECTI.
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For exanple, a partnership nmust still pay 1446 tax with
respect to a foreign governnent partner’s allocable share of
ECTI because such partner is treated as a foreign corporation
under section 892(a)(3). If no FormWS8 is submtted for
pur poses of w thhol ding under sections 1441 through 1443, then
such government, tax-exenpt organization, or person nust
generally submt Form W 8BEN.

(H) Foreign corporations, certain foreign trusts, and

foreign estates. Consistent with the rules of this paragraph

(c)(2) and paragraph (c)(3) of this section, a foreign
corporation, a foreign trust (other than a foreign grantor
trust described in paragraph (c)(2)(ii)(E) of this section),
or a foreign estate may generally submt any appropriate Form
W8 (e.g., Form WB8BEN) to the partnership to establish its
foreign status for purposes of section 1446.

(iii) Effect of Fornms WS8BEN, W8I M, WS8ECI, WS8EXP, W

9, and statenent--(A) Partnership reliance on w thhol ding

certificate. 1In general, for purposes of this section, a

partnership may rely on a valid Form W8 (e.g., Form W 8BEN)
or Form W9, or statenent described in this paragraph (c)(2)
froma partner, beneficial owner, or grantor trust to

det erm ne